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“Our Salional System 
saves us *1o,000 a year... 


pays for itself every 9g months. ’”-paw Mueller Company, 


“Before we installed a National System, we 
another firm to do our bulk milk tank calibratio 
Paul Mueller, President of the Paul Mueller I 
National System enables us to handle this work at consider- 
able financial saving 
“With the National Class 32 Accounting Machine, plus lam- 
inating and photostating equipment, we can easily do cali- 
bration and prepare calibration charts. Needless to say, thi 
is a great convenience. It also promotes better customer rela- 
tions since we now provide a chart without delay. We were 
so pleased with our National 32 that we decided to install the 
National Class 31 Bookkeeping Ma- 
chine for our general bookkeeping 
“The National System has lived up iy g Wurl, 
President 
er Company 


to our highest expectations. Besides 
simplifying operating procedures, our 
National System saves us $15,000 a 
THE NATIONAL CASH REGISTER COMPANY, Dayton 9, Ohio 
1039 OFFICES IN 121 COUNTRIES 
75 YEARS OF HELPING BUSINESS SAVE MONEY 
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THE PRESIDENT’S PAGE 


IGHT now, your new chapter officers are making plans for the season 
ahead. Suppose you are asked: “Will you help with a panel pro- 


gram?’ or, “Will you assist in a Research Project?” What would your 


answer be? Accept, with pleasure. It’s a compliment and an opportunity. 


Many of our good members figure that because they are not officers or 
committee chairmen, they are not obligated to do any work. Members who 
entertain such ideas are underestimating the compensating value that comes 
to them from enthusiastic participation in chapter activities. Participation 
gives double benefits—it will help you and it will help others 


Two ways that recognition comes to a man as a true professional internal 
auditor are: (a) taking the time to participate in professional activities, and 
(b) having a sincere desire to contribute to his profession. The desire t 


participate can take many forms. For example: 


1. Presenting chapter talks or panel presentations 
2. Sparking ideas through small research teams or study groups 
3. Writing articles or contributing to “The Round Table” 


4. Creative activity through committee assignments 

5. Regular chapter attendance and close attention to proceedings 

6. Wholehearted participation in fellowship, shop talk and progran 
discussion 


~ 


Reporting back to your company the major ideas you develop from 
] 5 : : ; | 


each program 


Now is the time, while next season’s plans are in the making, for you t 
bring your ideas to the fore. 
Do you have some good program ideas? Tell your officers about them 
. Want to work on a small research team? Make your desires known 
Do you know a good prospective member? Invite him to jot 


Don’t wait to be asked—take the initiative 


ws 
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You can plan until doomsday, but until you take positive action—do 
something—you are only running on a treadmill. You can’t get ahead by 
sitting on your hands. A desire to participate in professional activities 
through active service, speaking, research, or other means, comes as a man’s 
first obligation to his profession. 

Professional stature and recognition simply cannot be obtained by re 
maining aloof from your fellow members. Participation is one key to profes- 
sional growth that can be deliberate and planned. And it is a significant step 


in the plan for personal progress that is underway this year. 


Wat.tace R, GILcHrRIs1 





NINTH ANNUAL 
THURSTON AWARD WINNER 


In 1951 the Institute of Internal Auditors decided to honor the mem- 
ory of John B. Thurston, one of its founders and its first president, by 
establishing an annual award to be presented to the writer of the article 
published in Tue INTERNAL Avupitor which contributed most to 
our profession. The committee to select the winner of this award is made 
up of the members of the Editorial Committee, the chairman of the Re- 
search Committee and the chairman of the Educational Committee. Both 
members and nonmembers are eligible for the award. 


This year we are very pleased to announce that the award has been 
presented to Dr. Robert E. Seiler of the University of Texas for his article 
“The Operational Audit—An Extension of Management Controls,” which 
appeared in the March 1959 issue of Tue INTERNAL AUDITOR. 








AUTHORS AND ARTICLES 


COST REDUCTION 


Profit making is a subject of great interest to all business. In times of 
decreasing profits cost reductions must be made wherever possible to offset 
the decline. However, indiscriminate cost reductions can hurt the company 
by cutting down on essential services rather than finding ways to increase 
efficiency and eliminate waste. 


“Auditing for Profit” discusses ways in which the internal auditor can 
aid the company in developing an effective cost reduction program. The 
author illustrates his point with an example from his own experience with 
the Detroit Edison Company 


C. J. Ghesquiere is General Auditor, responsible for Auditing and Pro- 
cedures and Methods activities, Detroit Edison Company. Prior to joining 
this company he was employed by Parke, Davis and Company and by the 
Detroit Bank. Mr. Ghesquiere is a member of the Detroit Board of Com- 
merce, International Accoyntants Society, the American Management Asso- 
ciation and Tne INstiruTe or INTERNAL AupiTors, of which he is a 
past president. 


BUDGETING AND AUDITING 


Financial control is an essential element of business. One aspect of finan- 
cial control is budgeting—a statement of planned results. Another aspect is 
internal auditing, the “review process which concerns itself with the integrity 


of the measures adopted to convert created plans into achievement.” 


“Budgetary and Internal Audit Practices as Complementary Instru- 
ments of Financial Control” presents a discussion of ways to correlate 
budgeting and internal audit to assure greater financial control. 


Maurice B. T. Davies is Regional Consultant, Management Services 
Department, Lybrand, Ross Brothers and Montgomery. He has previously 
been engaged in public accounting, industry and management consulting. 
Mr. Davies was born and educated in London, England, and came to the 
United States in 1943 as a staff officer with the Combined Chiefs of Staff. 
He holds CPA certificates in New York and Oklahoma and is a member of 
the American Institute of CPAs, the Institute of Chartered Accountants in 
England and Wales, and THe INsTITUTE oF INTERNAL AvpiTors, of which 
he is a Director. 


NS 
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AUDITING TRAFFIC 


Operations auditing is receiving ever greater acceptance as part of the 
duties and responsibilities of the internal auditor. Traffic presents a par- 
ticularly good field for audit—transportation costs often range up to 20 per 
cent of gross sales. 


The various audit approaches, the functions of the traffic department, 
areas of coordination with other departments and special items to be con- 
sidered in auditing Traffic are well discussed in “Audit of Traffic and 
Transportation.” Also included is a detailed Traffic Department Audit 
Program. 


Wallace R. Gilchrist is Manager, Internal Auditing, Service Pipe Line 
Company. He has practiced public accounting in Oklahoma and previously 
was treasurer of a large, integrated oil company. He is a graduate of Texas 
\. & M. College and a member of the Petroleum Accountants Society of 
Oklahoma and the Trust and Estate Forum and is now President of Tur 
INSTITUTE OF INTERNAL AUDITORS. 


ELECTRONIC DATA PROCESSING 


With the increasing use of punched cards and electronic data processing 
systems have come new problems for the auditor. The uses and capabilities 
of the machines must be studied—also the possibilities of error and inac- 


curacies in the source data fed to the machine and in the programming. 


Chances for error in punching and ways to prove accuracy, sample flow 
charts and various systems checks to be used in auditing are all discussed 
in “Some Audit Aspects of Punched Card and Electronic Data Processing.” 


Harold E. Paddock is a consultant to Peat, Marwick, Mitchell and 
Company. Prior to this he was Electronic Data Processing Representative 
and Instructor in the Customer Executive Program of IBM. Mr. Paddock 
holds an M.A. from the University of Rochester and a Ph.D. from the 
University of Texas. He is a CPA in Texas and a member of the American 
Institute of CPAs, the National Association of Accountants, the American 
Accounting Association and the Texas and New York State Societies of 


CPAs. 
REPORT WRITING 


One of the very important parts of the auditor’s job is his report to 
management. No matter how important the findings or how good the recom- 


mendations, the impact will be greatly lessened if the report is not clear, 


concise and easy to read. 
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“The Fine Art of Report Writing” presents an excellent discussion of 
the various factors to be considered in writing the report—appearance, lay- 
out, use of clear, concise, good English, factual presentation. The auditor 
must, through his report, be a salesman as well as an appraiser and verifier 
to really fulfill his function. 


Ben Couperthwaite is General Auditor of Anglo-Canadian Pulp and 
Paper Mills and is also responsible for systems and methods in the company. 
He was formerly associated with Price Waterhouse & Co. Mr. Couperth- 
waite is a CPA of the State of New York and has lectured on auditing at 
the University of Toronto. 


INDUSTRIAL SECURITY 

To many people “industrial security” means plant protection men. 
Protection is important, but it is only one phase of Security’s job. Other 
pl 


ments and deliveries and surveillance of scrap disposal. “Industrial Secur- 





ises include inspections of trucks and railroad cars, spot checks of ship- 


ity and the Internal Auditor” presents a very interesting discussion of the 
ways in which the security force can work with the internal auditors to 
guard against fraud, theft and waste. 


W. H. Corrigan is Manager, Security Department, Ford Motor Com- 
pany. In this position he has responsibility on a company-wide basis for 
plant protection, fire protection, military security and investigative activities. 
He received his law degree from DePaul University and was admitted to 
the Illinois bar. After serving as Special Agent with the Federal Bureau of 
Investigation for seven years and as Supervisor of Labor Relations for the 
Tucker Corporation for two years Mr. Corrigan joined the Ford Motor 


Company in 1948. He is a director of the American Society for Industrial 


Security and is a member of the Industrial Security Council and the 
National Industrial Conference Board. 





AUDITING FOR PROFIT* 
By C. J. GHESQUIERE 


General Auditor, Detroit Edison Company 


HI: subject of profits certainly is timely. Inasmuch as profits are the 
most essential part of business, in fact the whole reason for being in 


business, we should always aim all of our activities in this direction. 


When we talk about earning more profits, people usually think about 
such matters as new product developments, improved marketing, research 


and engineering, and more efficient production operations. 


\uditors, I believe, are generally not given much credit for contributions 
to the profitable operation of the company. More often they are thought of 
as being a police organization and therefore an additional expense that may 
reduce profits. This kind of thinking probably results in some companies 

hying away from establishing internal auditing activities. Conferences con- 
lucted on this theme should help considerably to alert us to the need for a 
better understanding of the internal auditor’s activities directed toward im- 
proving profits and for improved communications to better understanding 


by business managements. 


WHAT !S PROFIT? 

When discussing the subject of profits, we should have a common under- 
standing of what is meant by the word “profit.” In the utility industry it is 
generally called “a fair rate of return.’”” We mean the rate of return on invest- 
ment. I believe that is a reasonable description for all companies, even 
though many companies publish financial data on the basis of profits on sales. 
It is also recognized that not all profits will be distributed as dividends, but 
will be used for expansion, price cuts, payments to workers in the form of 
wage increases, pension plans, etc. 

Naturally, profits are affected by a variety of business activities, some 
of which have a direct bearing on them and others an indirect bearing. For 
instance, personnel administration seldom has any direct bearing on profits 
for a product or for an immediate accounting period. However, a sound 
personnel administration should result in a more stable and well developed 
company, needed to bring about a more profitable activity in the future. 
Internal auditing probably should be classified somewhere between the 
direct and indirect activities. 


* Delivered at the Seventh Southwest Regional Conferenc« 


1] 
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Many companies have seen their profits fall during the last year, and 
the inclination is to start an extensive cost reduction program. These pro 
grams can develop into indiscriminate cost reductions which may be harmful 
to the company and could result in a worsening profit picture in the future. 


If our managements are inclined to make indiscriminate cost reductions, 
we can only look for opportunities to present a convincing story that the 
policy is not always sound. If the auditor is a member of the top management 
organization, he can bring some influence against the adoption of such pol 
icies. The real danger lies in management becoming alarmed over expenses 
to the point of concluding that any item not directly related to the source of 
income is an extravagance. Customer services, research and development 
functions, personnel functions, quality control, training programs and 
internal auditing are some of the items that may be considered to be extrava 
gances. 


It seems unlikely that policies and practices in effect during periods of 
good business are suddenly unsound and need to be eliminated. The need for 
our products will continue to exist, but our customers become more careful 
in their buying habits. Because they are more discriminate in their buying, 
they may deal with the companies who continue their reputation for having 
good quality products, low prices and fast deliveries and reliable services. 
Therefore, companies cannot afford to make indiscriminate cost reductions 
that will worsen their competitive positions and not satisfy their potential 
customers. 


I don’t want to imply that cost reductions in the face of lower profits ar 
not necessary. I am only speaking about indiscriminate cost reductions. 
Periods of lower profits can sometimes result in improving the companies’ 
long range growth and profit picture. Management is given an opportunity 
to review policies and practices that have become wasteful. We are inclined 
to allow some luxury items to creep into our activities during periods of 
high profits. For this reason, I feel strongly that it is wrong to just make 
arbitrary reductions in the numbers of employees. It seems more proper 
to review the existing company activities that are considered to be extrava- 


gant and make selective reductions in the least necessary ones. 


Companies will naturally combat worsening profit pictures in diverse 
ways. But, generally, the most effective and lasting are reductions in the 
labor force, replacement of ineffective executive personnel, reassignment 
of executive responsibilities, reappraisal of unprofitable operations and plants 
and various forms of mechanization and automation. 
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AUDITING AND COST REDUCTION 


Auditors must be alert to all such developments. First, we should con- 
sider that, from a timing standpoint, an opportunity is presented to make 
some worthwhile contributions to the company by making recommenda- 
tions toward effective cost reductions. Secondly, we should reappraise our 
own programs to ascertain whether we are doing any uneconomical auditing. 


Some internal auditing operations can be classified along with those in 
personnel administration as having no direct bearing on profits. However, 
many of the operations should result in direct and immediate contributions 
to profits. I have never seen any data presented about internal auditing that 
set forth the audits that are made for the purpose of creating a more stable 
and well developed company, and those that have a direct and immediate 
effect on profits. Possibly some internal auditing staffs have had to make 
such an analysis because of the urgent need for cost reduction in their com- 
panies. Sometimes managements consider that it is necessary to eliminate, 
at least temporarily, all activities that do not contribute directly to immediate 
profits. Possibly that may be the best way to make the determination about 


classifying audits for this purpose 


Since starting preparation of this paper, | have done some research work 
toward determining whether audits can be so classified. That is, that there 
are specific audits that can be classified as not contributing directly to profits. 
I remembered that about two years ago our management became especially 
concerned about reducing company expenses. Our profits were dropping, 

nd we were not ready to ask the State Public Service Commission for an 
increase in rates. So it became necessary to effect economies in our operat- 
ing expenses. Consequently, we were requested to set forth specific econo- 


mies that could be carried out in each department. 


\s General Auditor, I am responsible for both the Auditing Department 
and the Procedures and Methods Department. Our statement to the Execu- 
tive Vice President with respect to economies in the Procedures and Meth- 
ods Department was as follows: “A review has been made of the possibility 
of reducing costs of procedures and methods activities. We find that little 
can be done except by actual reduction of staff. We believe the present com- 
pany program to reduce costs would be’ better served by continuing this 
activity without any reduction of personnel. Our projects completed so far 
have resulted in continuing savings to the company considerably in excess of 


} 


e expense incurred by the procedures and methods activity.” 


In so far as economies in the Auditing Department, we replied in the 
following manner : “Possible economies in the Auditing Department are set 


forth in two parts: 








- 
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Certain audits can be eliminated or reduced providing changes are 
made in company policies and practices. These changes would have 
some effect on customers and employees. This represents a reduc- 
tion of 10.7 per cent in auditing expense. 

Some audit economies can be put into effect immeciately. The con- 
sequence of these changes would have little or no effect on customers, 
employees and stockholders. However, it would increase the poten 
tialities of losses through misappropriation of cash, materials, equip- 
ment and services, and may result in operating inefficiencies that 
would increase costs in other departments. These changes represent 
a 5.6 per cent reduction in Auditing Department expenses.” 


The auditing economies proposed in part one are those that required 


changes in company policies or practices. | will mention a few of these to 


illustrate : 


1. 


One of our audits, which we call “Customers Service Audit,” con 
sists of an examination of 108,000 commercial customers’ usage of 
service, semiannually to determine whether each customer is on the 
most economical rate for him for the type of service required. We 
usually find about 3,200 cases annually where the customer will bene 
fit from some change in his service contract. Last year the Auditing 
Department sent 8,000 investigation requests to the Sales Depart 
ment to contact customers about their service. These investigations 
resulted in about 1,500 customers going on demand rates, 500 being 
changed to block rates and 1,200 others improving their status by 
a change in tax status or other miscellaneous adjustments. 

We said that we could save about $12,000 annually by eliminating 
this audit. We naturally informed our Executive Vice President of 
the possible effects of the change. As I indicated earlier, this change 
in auditing procedure could only be made if there were a change in 
company policy. In this instance, the company has always been ex 
tremely mindful of its responsibility to its customers in making cer 
tain that they are treated fairly in paying for their services. A cus 
tomer may be on a wrong service contract as the result of misinforma- 
tion supplied by the customer, or due to a change in the nature of 
his business, or one of our Sales representatives may have erred. 
These situations develop so frequently in most electric companies 
that outside consulting agencies have found it profitable business in 
many cities to offer their services to commercial and industrial cus 
tomers, for a fee of 50 per cent of the savings obtained for the cus 
tomer. Fortunately, we in the Auditing Department have done the 


kind of job in Detroit Edison that has discouraged any outside 
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agency from operating in our territory. So, we told our Executive 

Vice President that the effect of the elimination of this particular 

audit would result in: 

a. Some customers will pay about $77,000 more for the service 
annually. Incidentally, this would increase company revenues, at 
least temporarily. 

b. Customers may utilize services of rate consultants, which inci- 
dentally will cost the customers about $38,000, or half of their 
savings from refunds from the company. 


Customers will increase complaints to the Michigan Public 
Service Commission. 


d. Obviously, there will be a worsening of good customer relation- 


ship. 


2. The Auditing Department could save about $2,000 annually if the 
company restaurants were operated by a concessionaire rather than 
by company personnel. 


3. The Auditing Department could reduce its expenses by $2,500 
annually if the company employee associations were self-supporting, 
and no company funds were contributed for operations of the clubs. 


We audit the records of 35 employee clubs or associations. 


‘here are other similar audits that result from company policies or prac- 
tices that force the Auditing Department to do some additional auditing. The 


three mentioned are sufficient to illustrate these. 


Part one of our report to the Executive Vice President showed the audit 
economies that could be put into effect immediately. Most of these economies 
would result from making less frequent audits of certain company opera- 
tions. We did not propose to eliminate many audits completely, as we didn’t 
feel that we ever made audits unnecessarily. In most instances we proposed 
a lengthening of the elapsed periods between audits in those areas where 
we found the activities in good order. Obviously, it involves some risk to 
select certain audits for changes in schedule. Often the company activities 
that have been well directed in the past suddenly go into reverse. Usually, 
this results from changes in departmental management or personnel, and 
the auditors should alert themselves to such changes. 


The changes we suggested in this area would reduce auditing costs by 
approximately 6 per cent. 


I will mention a few of the items that were reported as possible cost 
reductions in this area. 
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1. We have about 90 commercial offices in our system that handle cus- 
tomer transactions, including the sales of electric appliances. We have 
cash funds in these offices as well as in many other departments. We 
recommended changing our schedule from semi-annually to annually 
for these audits. 


~~ 


2. We audit all departments in the company to review their handling 
of all materials and equipment not considered regular stock. We 
have been visiting departments once in three years. We proposed 
visiting them only once in five years. 

3. We visit all departments in the company once in two years to audit 

their payroll and timekeeping policies and practices. We visit 50 

per cent of the departments annually. We proposed visiting the 

departments only once each four years, or 25 per cent of the depart 
ments annually. 


Some of you are probably curious as to whether the Executive Vice 
President issued any orders or instructions about our recommendations. 
No direct orders were issued. As a result of a series of meetings and discus- 
sions, everyone was urged to eliminate unnecessary activities and to reduce 
personnel, Hiring of employees was virtually eliminated to increase pres 
sure on departments to accomplish the company objective. \We in Auditing 
made some of the revisions voluntarily that we had proposed. One revision 
we have been making in recent years, and which is still in process, is the shift 
in our auditing activity to one of appraisal rather than a checking operation. 
his is an area that I recommend every auditor review very carefully. I am 
sure that many auditors still do too much detail checking of transactions and 
too little general appraising of major functions in the company. 


\s a follow-up by the Executive Vice President of our discussions about 
cost reduction, we were recently requested to submit a report of our number 
of employees and any excesses. We reported a few months ago that we had 
reduced employees in the Auditing Department from 42 to 36 in the last 
three and one-half years. 


NEED FOR CONTINUED REVIEW 


It appears from what I have said so far that most of us only make 


exhaustive review of the soundness and economy of our activities when 


under pressure of reduced profits. 1 am afraid that this is true in most 
instances. We, in our company, have always considered that we did an 
excellent job of reviewing our audit schedules, policies and practices 
annually. We have made it a practice in the past to make an annual search 
ing review of our audit program for the current year and the next year to 


make revisions deemed advisable. In spite of this, we found that under man- 
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agement pressure and diminishing profits, we were able to make further 


worthwhile revisions in our auditing programs. 


Before I create the impression that all revisions in our auditing pro- 
grams result in elimination or reduction in audits, let me point out that we 


sometimes add audit activities to our program. Let me give you one or two 


> 


examples of this. 


1. A few years ago, the company adopted Employee Proposal and 
Work Simplification Plans. Although reports prepared by the depart- 
ment responsible for administering the plans indicated annual sav- 
ings of more than a million dollars from the Work Simplification and 
Employee Proposal Plans, there was some skepticism about the real 
merit of the Employee Proposal Plan. This skepticism could have 

resulted in a material reduction in the effectiveness of the plan. Dis 


] ] 


cussion of this matter with the Vice President of Employee Rel 


a 
tions resulted in the establishment of an audit program for the Em 


ployee Proposal Plan. After the first audit, tl 


e personnel department 
publicized our comments in the company monthly magazine and in 


the supervisors’ newsietter. You can assume from this that our com 


ments were very favorable to the plan. If they had been ot! 
I am sure that the personnel department would have taken steps to 
revise their program. This additional audit helped the company to 
maintain a very worthwhile cost reduction program 

2. Another auditing activity which required additional work in recent 
years is in the area of our construction program. Our construction 
budget, since the end of the war, has been averaging about 
$61,000,000 annually. It was obvious to us that this activity could 
result in substantial losses to the company unless a fairly extensive 
audit program was in effect. We have not regretted having assigned 
four or five auditors to this assignment. They have saved the com 


pany considerably in excess of auditing cost. 


AUDITING FOR PROFIT 

So far I have talked about auditing activities as they relate to the profit 
picture as I view them personally. At this point, I thought it might be well 
to seek the views of others. My first reference was to the Tue INSTITUTE Oo} 
INTERNAL AvupiTor’s booklet titled “Internal Auditing for Profit,” pub 
lished in 1955. This booklet contains the addresses presented at the 14th 
Annual Conference in Boston in 1955. The theme for this Conference was 
the same as the subject of my presentation and closely related to the theme 
“Control for Profit” adopted by your current Southwestern Regional Con- 


ference. 
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Please permit me to quote some of the material presented at the 14th 
Annual Conference. The papers were presented by outstanding people in 
the business world, and I am sure there is justification for repeating some 
worthwhile items at this time. 


One paper was presented by Chester F, Ogden, Manager of Purchases 
for The Detroit Edison Company and formerly National President of the 
National Association of Purchasing Agents. He based most of his remarks 
on the Tue INstituTe’s publication, “Internal Audit and Control of a Pur 
chasing Department.” I will quote from one paragraph of his paper as fol 
lows: 

“Today, however, I’m not going to offer a critique on the results 
of your study which have been so excellently put forth in this report. You 
have received the purchasing viewpoint on this study because about 
twenty-five purchasing executives from all over the United States hav 
reviewed this booklet and have submitted their comments to Mr. Cad 
mus. He knows, and I’m sure that many more of you know, that we feel 
your research project is well done and our comments and suggestions 
were made with the idea of promoting a closer relationship between the 
auditing and purchasing departments. I do, however, want to talk with 
you today about some of the issues that were raised in your report. | 
want to do this, because I think we both need to get a very clear under 
standing of our respective jobs. Business today cannot afford to have 
over-lapping responsibilities since they only result in additional costs. 
And both you folks and we in purchasing are concerned with costs. 


— 


“I do want to emphasize that I believe the report is a good con 
structive effort. There is a real place for a proper internal audit of a 
purchasing department. No one can quarrel with the fact that an inde 
pendent sympathetic review of operations conducted on an intra-com 
pany basis by someone interested in all phases of a company’s operation, 
can be very worthwhile. After all, in a well managed company all inter- 
ests are concerned with the same common objective of company success 
and efficiency.” 


John Neter of Syracuse University gave a paper on Statistical Sampling. 
Again, I quote briefly. 

“Auditors use samples in many phases of their audit work. For 
instance, they may sample payrolls, inventories, vouchers, footings, 
accounts receivable, cancelled checks, etc. A complete examination of 
these would often be much too costly and time-consuming. 


“The auditors’ use of samples in their examinations implies that they 


are taking some risks of being led to incorrect conclusions by the sample 
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results. Thus, they are faced with the problem of determining appro- 
priate sample sizes so that these risks of being led to incorrect con- 
clusions by the sample results are reasonably small. Furthermore, the 
use of sampling by auditors raises problems as to the effective selection 
of the sample items and as to the analysis of the sample results, once 
they are obtained. 


“The use of statistical sampling methods can make valuable contri 
butions to the auditor in connection with these important sampling prob 
lems. Judgment samples, which are the most common type in auditing 
use today, do not permit an evaluation of the risks inherent when one 
relies upon sample results. With statistical sampling methods, on the 
other hand, the auditor can evaluate the magnitude of these risks. In 
addition, he can often also specify in advance the extent of the sampling 
risks which are tolerable, whereupon the appropriate sampling plan to 
provide the required protection economically can then be determined 
Thus, the utilization of statistical sampling techniques can provide the 
auditor with an objective method of controlling his sampling risks, which 


in turn will aid him in defending the scope of his work if it is questioned 


A second benefit from the use of statistical sampling methods is 
a possible reduction in auditing costs. In several of the illustrations to 
be cited, it has been found—though this need not always be the cass 
that the sample size required by statistical sampling methods was smallet 
than that which had been used previously. Thus, in some cases econ 
mies in the audit may be possible as a result of the use of statistical 
: . a ee te 

sampling methods. 


H. Ransom Taylor, Director of Auditing for Convair Division of Gen 
eral Dynamics Corporation, presented a paper on “Effectiveness of Internal 
Auditing.” He said: 


‘The effectiveness of internal auditing is a subject which should 

toa J 
be of as much interest to the members of management as to the pro 
fession of internal auditing, although I am sure a major part of my 


audience belongs to the profession of internal auditing 


“Speaking to the auditors in the audience—I wonder how many of 
you have ever stopped to think how much or how little your efforts 
are contributing to the profits of the company for which you work. If 
it were your money, would you be willing to pay the auditing bill? 
Speaking to representatives of management in the audience, particularly 
to those who are not entirely satisfied with the results they are getting 
from internal auditing in their companies—I wonder how many of you 


have ever stopped to think that the lack of results may be your own 
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fault and not entirely the fault of the auditors. I would like to think 
that we have no one here who is faced with this problem but unfortu- 
nately I am afraid that is not the case. It is not my intention to base this 
address on a negative approach, but these two sobering thoughts may 
help to keep some of you alert during the rest of this half hour.” 


Another major address was made by Dr. A. A. Brown of Arthur D. 
Little, Inc., on the subject “The Internal Auditor and the Operations Re 
search Team.” 

“In a business organization costs and profits are a fundamental yard- 
stick. All operations research findings must be based on accurate know] 
edge of costs, and must be stated in terms which have a direct bearing 

costs accumulated by normal accounting 


on costs. Generally speaking, 


methods are subject to a number of conditions growing out of legal, 
fiscal, and historical requirements. E-xperience has shown that it is 
usually necessary to break down accounting figures—and re-assembl 
them in different form when the goal is a research finding. The internal 
auditor has a wide knowledge of the accounting system, and can be of 
invaluable help in this process of re-interpretation. Likewise, he has a 
wide knowledge of the inter-relationship of many parts of the business, 
and can be a valuable member of an operations research team on this 
account. However, it must be remembered that insofar as he is a per 


manent member of the team he will relinquish the auditing function.” 


CONCLUSION 

After reviewing my own remarks and those of others on the subject of 
“Auditing for Profit” I can come to only one conclusion. We as audi 
tors can contribute most to the profits of our companies by establishing and 
maintaining sound auditing programs in all their ramifications. We must 
constantly review our programs, keeping alert to changing business condi 
tions and to changing company activities. We must avoid making uneconom 
ical audits but must also not dodge our responsibility to audit new ot 


changing company activities. 


BUDGETARY AND INTERNAL AUDIT 
PRACTICES AS COMPLEMENTARY IN- 
STRUMENTS OF FINANCIAL CONTROL 
By MAURICE B. T. DAVIES 


Regional Consultant, Management Services Department, Lybrand, Ross Brothers 


and Montgomery 


FINANCIAL CONTROL’S PLACE IN MANAGEMENT 


S UCCESSFUL business management, in its final analysis, consists of the 
creation of a desired course of action followed by its eventual achieve- 
ent. And, in view of the fact that financial and statistical terms are the most 


commonly used form of business language, this course of action is invariably 


expressed in such terms, 
The two ingredients of management—creation and achievement—need 
~ S 
fusing force that can enable a successful transition from the one to the 


other. This fusing force is control, which incorporates, in broad terms, the 


multitude of positive, constructive and protective actions taken at all levels 


of the managerial force to consummate the basic business plan 


These control actions encompass the entire range of business endeavor, 
among which are research, manufacturing sales, administration and finance 


\Ve are here intending to focus our attention on financial control, which cov 


ers those elements of a control system which are principally concerned with 


money. Naturally, since money is the measuring unit of | 


uusiness and plays 
its part only because of the transactions it reflects, the scope financial 
control is necessarily extensive 


BUDGETING AS AN ELEMENT OF FINANCIAL CONTROL 


\t the outset of the management cycle there is a need for the 


course of 
business action to be created and defined. From this creation and definition 
there is developed a plan, which, in turn, is translated into financial and 


statistical terms 


The plan, or budget, is a more positive concept than a forecast. Forecast- 
| 
ing provides an expression of expected results ; budgeting produces a state- 


ment of planned results: Differently stated, budgeting is a composite of fore 
casting, on the one hand, and the “teeth of control,” on the other. The 
function of budgeting requires positive action to transmute plans into 
achievement, and therefore constitutes an important ingredient of the over- 
all financial control system. 
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Although the budget is generally coordinated as a part of the function 
of the principal financial officer of a business, its creation and control are 
necessarily the composite of the work of operating executives, for whom it 
defines individual courses of action. 


INTERNAL AUDIT AS AN ELEMENT OF FINANCIAL CONTROL 


Internal auditing takes its place in the financial control system as a 
review process which concerns itself with the integrity of the measures 
adopted to convert created plans into achievement. It has been described as 
providing “. . . a basis for protective and constructive service to manage- 
ment.” The protective aspect may be said to emphasize the adherence to 
defined plans, policies and procedures which are designed to lead to the 
predetermined standard of achievement. The constructive aspect, on the 
other hand, may give rise to increased efficiency in operation and administra 
tion leading to a betterment of that achievement. 


Unlike budgeting, which requires active participation by operating execu- 
tives, internal auditing is in every respect a staff activity which cannot, of 
itself, motivate action, although the recommendations resulting from the 
appraisal activity can influence motivation. 

However, like budgeting, the scope of auditing must extend from the 
financial aspect of operations to the operations themselves. 


CORRELATION OF BUDGETING AND AUDITING 


We may picture the places of budgeting and auditing in the sphere of 
management in this way: 


BUDGETING AUDITING | 
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The intelligent correlation of budgeting and auditing provides us with 
the interesting thought that they can provide an internal stimulation for 
progressive achievement, which we may express in this manner: 


MANAGEMENT 


ie | 
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Now, the auditing activity generally requires the expenditure of pre- 
dominant effort in the protective sphere, leaving relatively few man-hours 
for devotion to improvement of standards of achievement. Ability to trans- 
fer efforts of its creatively minded staff members to undertakings where 


c} 


their productivity would have greater impact should result in benefits to 


the business enterprise as a whole. 


\ fertile field that might enable attainment of this objective is the “mar- 


" 


iage” of the budgeting “enforcement process” with the auditing “appraisal 


of enforcement process.” 


SOME PRACTICAL CONSIDERATIONS 


It will be apparent that the auditing activity cannot rely, without review, 

1 the ability of budgeting to conduct a wholly exhaustive control function. 
1 o do so would result in the auditor’s abdicating his reason for existence 
based on the false assumption that budgeting can, unaided and in itself, 
provide a completely effective agent of financial control 
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Nevertheless, the central staff, or coordinating, function of budget- 
ing should achieve as great a degree of independence as is expected of 
auditing, requiring, as it does, a measurement of actual results against 
planned achievement and a penetrating review of material deviations from 
plan which should lead to positive operating control activity. It is in this 
area that the auditor can profitably devote his energies to a review of the 
depth and efficacy of that budgetary control penetration. It would not be 
illogical to expect that the auditor might make two discoveries: 

that the measure of internal control exercised as a result of the budget 

appraisals will enable him to reduce the extent of his sample testing 
that the revelations of the budget appraisal activity indicate unexpected 
and profitable fields of endeavor for the audit group 

These two general considerations—that the auditor cannot wholly rely 
on budgeting to yield effective internal control and that a review of the 
budget appraisal activity might enable him to shift the emphasis of audit 
work—lead to the conclusion that a close cooperative relationship should 
be maintained between these two arms of the financial control force. 


CONCLUSION 


The creative process in management is the spark that lights the fire of 
achievement. Of necessity, more time and effort have to be spent in working 


toward that achievement than in planning its genesis. 


Perhaps the most satisfying part of internal auditing is its contribution 
to that creative process. It is believed that, by an alignment of his efforts 
with a control function that is intimately related to planning for future 
action, the auditor may, in some small measure, produce a greater creative 


contribution toward the management of his business. 


AUDIT OF TRAFFIC AND 
TRANSPORTATION * 
By WALLACE R. GILCHRIST1 


Manager, Internal Auditing, Service Pipe Line Company 


ECONOMIC JUSTIFICATION 

Y' /U can better understand the importance of traffic in today’s economy 
when you realize that our national transportation bill now runs to 90 

billion—yes billion—dollars per year. In some concerns the cost of trans- 

portation ranges up to 20 per cent of gross sales. It usually represents the 

highest single element of cost outside of labor and material. Transportation 

rates have increased over 100 per cent during the past 10 years—they are 


taking larger and larger bites out of our distribution dollar. 


As we get along into our subject, you will see the many opportunities 
that are available for fattening the profit margins from the savings that can 
be made in such costs. You will no doubt find that your own traffic depart 
ment is making many contributions to the profits of your company. The traf- 
fic department of one company we know keeps a record of the savings they 
make. In 1956 they showed savings of $267,000. Another saves four times 
the amount of the Traffic payroll. You can see from these examples what a 


well qualified traffic manager can accomplish. 


SPECIALISTS 

The traffic department, in its function of procuring transportation, 
performs a service that in many respects is similar to that of Purchasing. 
We might go so far as to say that it is a specialized form of purchasing. It 
deals with competing carriers who, for various prices, offer different degrees 


of service. 


The work, of course, is highly specialized and very often of a technical 
nature, as it requires a knowledge of common carriers, commodities, tariffs, 
and the laws and regulations set up by the states and the Federal Govern- 
ment. 


Just a word of caution here—when you first approach the traffic man- 
ager you will probably find that he is no more familiar with the techniques 
and purposes of present day internal auditing than you are with traff« 
operations. He may very well challenge you as to what particular qualifica 
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tions you have in the traffic field, and why you think you have any busi 
ness investigating and advising in a field so far removed from purely finan 
cial matters. This is where we must remember that we are not traffic 
experts, and do not pretend to be. We leave to the traffic experts the things 
which they are better qualified to perform. And as auditors, we concern our- 
selves with the examination of those things which we are best able to 
appraise, such as the internal controls, company policy, relationships, and 
accomplishments. 


AUDIT APPROACH 


There are several ways to approach the audit of Traffic, but the most 
practical is the internal contral approach. By knowing what is to be con 
trolled, the internal auditor may then proceed to make 


appraisal of the control mechanisms. It might be well for us t« 


a constructive 
» review briefly 
some of the broader aspects of the traffic audit, which might be grouped 
under four headings: 


1. Background. The auditor must, of course, first develop background, 


particularly in the control problems of the traffic operation. He 
should acquaint himself with the organizational structure, the operat 
ing objectives and the problems of the department. This should be 
accomplished through discussions with the department management, 
and by studying the controls and operating procedures that govern 
the work of the department. 


2. Fact Finding. The techniques involved are no different than thos« 
used in auditing any other operation of the company. The objective 
is to find the facts. This is accomplished through the normal audit 
ing procedures of review, examination of records, explanations, 
analysis and observation. 

The auditor should use a high-level approach. He should concentrat 

on the important things and not be too much concerned with minor 
errors. Look at internal control rather than clerical accuracy, and 
at sound business practices that produce the lowest cost to the com 

pany. 

3. Evaluation. After the facts have been established, the ne 


xt step is to 
evaluate the results. The auditor should endeavor to appraise the 
effectiveness of controls, the interdepartmental relationships, 
other situations of interest. 


and 


It is a good idea to confer frequently with traffic supervisors and 
management. Instead of making suggestions, the auditor should en 
courage Traffic to suggest solutions to problems and ways of improv- 
ing their operations. 
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4. Reporting. The fourth step is reporting, which is beyond the scope 
of our present discussion. 


AREAS OF RESPONSIBILITY (TRAFFIC FUNCTIONS 


In order to stay within reasonable bounds of time, there are a number of 
traffic functions that we will not talk about, or at least go over very lightly. 
All of these are important, and much could be said about each one of them 
but generally they are phases which are somewhat more familiar to you, 


so we will go over them with just a few words of warning. 
1. Yransportation Billing 


Billing for transportation is one phase of Traffic that is very familiar 
to all of us. So we will review only one or two points. Carriers make many 
errors, and they will not be more or less automatically corrected. So Traffic, 
if possible, should make a prepayment audit of all freight bills. Errors in 
weight, rate and extension can be corrected, and only the correct amount 
paid, so claims can be avoided. One company estimates that it is saving 


$10,000 per year in claim costs by this pre-auditing of transportation bills. 
2. Claims 


We are all generally familiar with claims. There are two general classes 
Overcharge and Loss & Damage. On Overcharge Claims you are en 


titled to 6 per cent interest from the date the bill is paid until the refund 
is received 


On Loss & Damage 


must be filed. Check rejected claims to see if_Jate filing was the cause. All 


Claims there are time limits within which claims 





receiving locations should have written procedures covering all requirements 


for handling claims. 
3. Demurrage 
Demurrage is a penalty charge for delayed loading or unloading of cars 


or trucks. Very often demurrage is an indication of poor planning, and this 
angle should always be investigated. 


On the other hand, it is not uncommon for supervisors to incur heavy 
overtime for unloading to avoid demurrage. Usually in such cases the 
demurrage bill would be less costly than the overtime. It is something to 
watch. 


1. Weight 

Many things could be said about weight, just as about other areas of 
Traffic responsibility, but we will mention only one. All cars in which bulk 
commodities, such as coal and scrap, are shipped, should be weighed, both 
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loaded and empty, in order to get the gross and tare weight used both on 
the freight billing and on the vendor or customer billing. One company 
found that the tare weights in some cases were as much as 2,000 pounds in 
excess of the weight shown on the cars. 


5. Classification and Rates 

Classification and rates are among the most complex functions of Traf- 
fic. Classifications are technical, and rates are complicated, and one is de- 
pendent upon the other. They tell us that more money is lost through 
improper classification than any other single cause. For example: lighter 
fluid, if shipped by name, takes almost double the rate it would take if 
shipped as benzine or gasoline, which it is. 


Internal auditors usually will not attempt to verify rates or classifica- 
tions—instead they will leave this to the traffic experts. However, the 
auditor should be sure that Traffic controls provide for adequate verification. 
6. Company Operated Trucks 

We are not saying much about company operated trucks simply because 
they are not common carriers and usually represent problems of cost con- 
trol. However, from an economical standpoint the most impressive savings 
have been brought about by the use of company operated equipment. Of 
the 10 million trucks on the nation’s roads, about 85 per cent are privately 
owned. 


The best savings in truck operation come where there is a two-way 
movement. One large company has worked out a plan to haul its products 
to customers in surrounding states, and then bring in raw material and 
supplies on the backhaul. This company is saving $400,000 per year by 
this arrangement. 

Other companies have accomplished the same thing by joint operation 
of a truck fleet. One company hauls in one direction and the other company 
in the opposite. There is just one word of warning—a periodic review 
should be made of the exact cost of company trucks against common car- 
riers. Prices, rates and conditions are continually changing, and what is good 
today may not be so good tomorrow. 


Export 

Two of the important features are packing and insurance. Special con- 
tainers must withstand salt water, rough handling, and pilfering. And special 
cargo insurance is a must 
8. Employee Travel 
One point that is often weak: What control is maintained over unused 
isportation tickets ? 
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ROUTING 


One of the most important areas in the field of transportation is that of 
routing, or the purchase of transportation. To the uninitiated it seems 
such a simple thing, just selecting the media and naming the carrier. But it 
is all too easy to pay for services you don’t need, or space you cannot us¢ 
For example, a minimum carload may be 36,000 pounds. You send only 
30,000 pounds. You are paying for 6,000 pounds of air—6,000 pounds addi 
tional can ride free. It might even be cheaper to ship the 30,000 pounds as a 
truckload rather than carload. There are many ramifications of the routing 
problem, and often major savings can result from finding improvements 
We will consider several of these areas 


Pooling 


Because of the cost benefits that come from shipping in carload or truck 


load lots, many ideas are used to combine smaller lots into carloads. One 


of these is pooling. On inbound material, vendors may be instructed to 
deliver to an assembly location, where a carload will be accumulated for 
delivery to a plant. On outbound shipments, merchandise going to a number 
of customers in a single locality is combined and shipped carload to a distri 
bution center for delivery to individual customers. In both cases the full Cl 
or TL rate applies, and this plan presents one of the greatest savings possi 
bilities. And there is a saving not only of cost, but also of time, as the heavier 
the shipment the faster the service. 


Just a little different twist, it is not uncommon for two companies to 
get together and make up pool car shipments on inbound material and in 
this way get the benefit of substantial savings 


Stop-off Cars 

The tariffs permit a car to be stopped in transit, at one or more inte 
mediate points, either to complete loading or for partial unloading. The Cl 
rate between the most distant points is applied plus a nominal stop-off 
h, from Fort Wortl 


to customers in Midland and Odessa would go LCL if shipped individually 


charge. For example: two shipments of 18,000 Ibs. ea 


By shipping as a carload, with stop-off arrangements for partial unloading 
at each place, the CL rate would apply from Fort Worth to Odessa, plus a 
modest stop-off charge—but the shipping cost would be about 45 per cent 


less, representing a saving of about $400 on the one shipment 


Freight Forwarders 
In recent years a very high percentage of all LCL shipments have been 
diverted to freight forwarders, or other similar organizations. The freight 
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forwarder combines into carload or truckload smaller shipments tendered 
to him by various shippers. While he charges the LCL rate, the shipments 
reach their destination at close to carload speed. He pays only the CL rate 
and takes his profit from the difference. These shipments are always given 
pick-up and delivery service. It should be noted that the saving in time is 
important, as in many cases it may save the cost of higher priced, expedited 
transportation, such as Railway Express. 


Consolidations 


Many companies, of course, do their own consolidating. If the traffic 
department is kept fully informed by other departments, and has time to 
accumulate shipments, it can work out consolidations that will save as much 
as one-half the freight bill by using the cheaper volume rates. The carriers 
are publishing a number of new, low cost, incentive volume rates for 
5-, 10-, and 15-thousand pound shipments. Last year, after studying the 
subject, a traffic clerk in a Tulsa industrial concern instigated a consolidat- 
ing arrangement on just one regular movement and saved his company over 
$30,000 per year. 


The traffic department of another concern has worked out a plan that 
combines consolidations with stop-offs. It accumulates enough short weiglit 
shipments at 2 or 3 shipping points in the East whose destination is in one 
general area, for example Fort Worth and Dallas, to make up a carload. A 
stop-off car picks up the items at each of the three shipping points, then 
makes stop-offs for partial deliveries in Fort Worth and Dallas. They now 
handle shipments all over the country by this method and are saving over 
$147,000 per year in transportation costs. 


“Minnies” 

We have already mentioned shipping “air” in carload shipments; a 
great deal of money is also wasted on “air” in small shipments. Shipping 70 
lbs. when the minimum is at the 100-Ib. rate, or higher, is paying for 30 
Ibs. of air. Another 30 Ibs. would ride free. 


In traffic lingo, these are called “Minnies.”” You pay for 100 Ibs., or the 
minimum rate, whichever is higher, regardless of how little the shipment 
weighs. For example, the rail rate may be $1.20 per cwt., but with a mini 
mum charge of $3.00. (The minimum by motor carrier is even higher—in 
this case $3.70.) You can see that at $1.20 per hundred you could ship 250 
Ibs. for the same cost as 60 Ibs. or 70 Ibs. Of course, if you only have 70 
lbs., the minimum freight charge will probably be less than by truck or 
express 
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One company found that most of their “Minnies” were caused by 
vendors making shipments on back orders. They would make one 15,000- 
lb. shipment, then clean up the order with a half-a-dozen 60-lb. or 70-Ib. 
shipments. The “Minnies” soon stopped when they started charging back 


to vendors the higher charges for which the vendors were responsible. 


Premium Service 

\ny method of shipment that is more expensive than service require- 
ments demand is considered a premium method of shipment. In addition to 
the several areas that have been mentioned, all the way from shipping “air” 
in carloads down to “Minnies,” there are still other high-cost methods that 
are used extensively, such as Railway Express, Air Express and Air Freight. 
Such high-rated and expedited services are always considered premium 


methods of transportation and should be used only when necessary. 


\ survey of one company showed that one third of the extra expense 
of such shipments was unjustified. They found that many of the so-called 
“urgent” lots waited on the shelves for days or weeks before they were used. 
Transit Tonnage 

In many cases it may prove economical to use the in-transit privilege, 
such as storage-in-transit and processing-in-transit. The railroad tariffs 
provide that under certain conditions carload quantities may be stopped in 
transit for storage, processing, packaging, resorting, and other purposes. 

costs a little extra for the transit privilege, but the through rate from 

to eventual destination is protected. All shipments to a transit point 

be registered with the carrier as “transit tonnage.’’ When reshipped, 

the tonnage is deducted from the inbound registration, and a requirement is 


that the reshipment must be made within certain time limits, usually one 


An example: Pipe may be shipped from the mill to a coating plant, 
stopped for coating, then reloaded and shipped on to destination. A through 
carload rate from the mill to destination applies, plus a nominal transit 
charge. This, of course, is much cheaper than two separate shipments, from 
mill to coating plant, and then from the plant to final destination, One other 
feature of the transit privilege is that the material can be stored at the 


transit point usually up to one year, and the final destination need be named 


only when the material is actually shipped 


RELATIONS WITH OTHER DEPARTMENTS (COORDINATION 
Actually Traffic alone can do very little to reduce transportation costs 
without the wholehearted support and cooperation of other departments. 
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The closest cooperation is especially needed with Purchasing and Sales. It 
was rather surprising to me to learn that only one in five of all functioning 
traflic departments is properly coordinated with the other departments of 
its company. Here are some of the ways that Traffic and Purchasing should 
be working together : 
1. Traffic should provide routing on all purchase orders, before the 
orders are placed. 


~ 


2. They should furnish the quantities that are necessary to secure the 
lowest shipping cost. 

3. They should work together to accumulate and consolidate LCL ship- 

ments, and utilize pooling and stop-off car arrangements, and other 

transportation savings. © 


Advise on the best method to expedite deliveries at a minimum cost. 


s" 


They should expedite and trace urgently needed materials. 

6. They should coordinate the use of company trucks to carry inbound 
material, where possible. 

7. Make advance arrangements for transit privileges. 

8. Handle bill-backs to suppliers who do not follow shipping instruc- 

tions. 


Here is an example of poor coordination. A sales promotion department 
wanted to get quick delivery for an exhibit to a city about 400 miles away. 
Without consulting Traffic it assumed that Railway Express would provide 
the fastest handling, and made the shipment accordingly. Delivery took three 
days. If Traffic had been consulted, the shipment would have gone by 
regular overnight truck, and delivery would have been made the next morn- 
ing. And what is even more important, a saving of $150 would have been 
made in the cost of transportation. Such savings are important, as every 
dollar saved in transportation carries down intact to a dollar increase in net 


profits. 
Here are a few ways that Traffic and Sales can work together : 
1. Traffic can assist in consolidations and pooling arrangements on 
shipments to customers. 
2. It can advise on the most economical unit of sales. 
3. It can furnish the freight-cost factors for use in determining prices. 
4. It can furnish data on competitor’s freight rates. 


5. When Sales wants fast, premium shipments, warn it of the effect on 


profits. 
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You, as internal auditors, can do a great deal to assist Traffic in over- 
coming the difficulties it may have with other departments, and you can be 
sure that such efforts will be very well appreciated. 

CONCLUSION 


We have talked mostly about Traffic’s “areas of responsibility,” and th 


Ic mmMipan) pronts 


lhe company’s traffic policy, and the departmental controls and procedurs 


opportunities it has to make substantial contributions t 


that have been established, should be so designed as to accomplish th 
Our job, as internal auditors, is to determine whether the policies, « 
trols and procedures are being followed and are as effective as intended. 
We follow the familiar pattern of first getting the necessary background 
Traffic operations and controls. We should find out about such matters as: 
1. How routing is established and controlled. 
2. Whether there is a Standard Routing Guide that is kept up-to-date 
3. Are shipments being consolidated to obtain volume rates 
+. Are controls provided to restrict the use of premium methods o 
shipment ? 
5. Is there good liaison with Purchasing, Sales, and other department 
and, of course, many others. 
We then proceed to the detailed job of fact finding. We must make the 


little things count when we get down to the source documents 


shipping and receiving records, weight tickets and freight bills. We should 
look for such things as these: 
l. \re shipping instructions being foll wed. both inbound {1 mm vel lors, 


and outbound to customers ? 

\re vendors making partial shipments of orders? Does it increas 

the transportation cost? For example, if a carload order is shippe 

in two or three lots, it would have to move at LCL rates instead of 

CL. Who paid the penalty ? 

3. Review repeat shipments to the same destination. What are the 
possibilities of consolidations, pool cars, or stop off cars for lower 
rates? Can orders be accumulated ? 

+. Is the “Date Required” as shown on purchase orders arbitrary: 


Orders should be placed far enough in advance so Traffic 


has time 
to develop the lowest transportation cost. 

5. Check weight tickets on carload bulk shipments, such as coa 

grain, to see that the weight is correct on the freight bil 


] 1] 


on the vendor or customer billing. 
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There are literally hundreds of such items that can and should be 
checked on a well organized audit of the traffic department. 


The report “Internal Audit and Control of a Traffic Department,” which 
has been published by the Institute Research Committee, covers the whole 
subject more completely, both in the text and the Audit Program. I would 
like to repeat that the traffic audit presents a field of “Unlimited Oppor- 
tunity,” and I hope you can get started on it if it is not already a part of your 
program. 


TRAFFIC DEPARTMENT 
AUDIT PROGRAM 
INBOUND—CONSOLIDATIONS 

1. What advance planning is done with Purchasing to w 

a. to obtain maximum weight shipments 

b. avoid minimum charges. 
2. Review shipments to same area for possible pool cars; stop-off cars; consolida 
tions; transit arrangements: 


ork out consolidations: 


a. Are there any inbound shipments ordered as CL, or normally received 
large quantities, delivered LCL or LTL? 

b. Any repeat shipments by LCL or LTL from same vendor that could have 
been 


(1) accumulated and shipped as a pool car? 
(2) consolidated to obtain volume rates? 
c. How many minimum weight shipments, and reason? 


INBOUND—VENDORS 


1. Are routings and FOB points being specified on Purchase Orders 
2. Does Traffic control routing on shipments from suppliers? 

Is transportation cost being checked by Traffic BEFORE Purchase Orders ar: 
placed ? 

4. Does the “date required” as specified by ordering and 
time to make the best shipping arrangements? 


On CL cr TL shipments, does Traffic specify on the Purchase Order the size 


purchasing allow Traffic 
5 


and type of transportation equipment required ? 
6. What control to 


/. 


make sure suppliers follow shipping instructions ? 
Are vendors charged back with all increased costs for which they are respon- 
sible? 


( 


UTBOUND SHIPMENTS 
1. Review procedure for routing shipments to custome 
2. Are Standard Shipping Instructions maintained? 
3. Are freight classifications and descriptions furnished to the organization: 
4. Are classification and routing instructions kept up-to-dat 
5. Are shipments being combined: 
a. Evaluate procedure for accumulating shipments of related merchandise 
b. To what extent are pooling and freight forwarders used? 
Are stop-off privileges used to maximum extent? 
a. Review customer orders for possibilities of combining two or more as stop 
off cars. 
7. What provision is made for recovering from customers excess cost of premium 
shipments, or for use of special equipment? 
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8. What effort is made to minimize warehouse costs through direct shipment t 


large-volume customers? 
PREMIUM RATES 
1. Make sure that premium transportation is used only when service requirements 
demand it 
2. Are too many shipments moving by higher-rated service 
a. Note particularly any repeated use of premium methods to one location, a1 
determine the caus« 
Examine bills paid to premium rated carriers, such as Railway Express, Air 
Express and Air Freight, and check: 
i. the need; b. authorization; c. approval; d. benefits received; e. any used 


over week-ends 








4. Any premium shipments made without consulting Trafii 
5. Any large premium shipments that could have been split, with only the emer 
gency portion shipped at premium rate? 
RANSIT SHIPMENTS 
1. Prepare age analysis of all items in Transit Ledge 
a. Check balance with General Ledger control a 
2. Select test cases for verification by Traffic of rates 1 veight loss cor 
tations, etc. 
3. If there have been a rate incre ‘ ppl to iter rea 
transit? 
4. If transit privileges have expired, inquire as to 
5. Review controls to ensure 1 ery ot excess 1 t cl 
ORDERING AND HANDLING 
1. Does Traffic specify the exact size and type of car or truck di 
a. on purchase orders; b. on outgoing shipment 
2. Review routines and record 
ordering and placement of empties of the ty! quit 
b. switching of cars within and between pl 
c. handling and spotting of incoming « 
d. weighing of both loaded and empty cars, bot 
EXPORT—WATER-RAII 
lo what extent is Traffic involved in export Ip] t 
utgoing ? 
2. Review procedures in effect to control export shipment 
Determine manner in which carriers are sel 
4. Does Traffic conduct studies to develop improved packing methods tor export 
5. Is adequate cargo insurance provided? 
List any unusual losses or damage, and caus« 
7. Is water-rail or inter-coastal transportation used wl justified by rates 


CLASSIFICATION AND RATES 
1. Does Traffic publish a Routing Guide to be followed by other departments 
2. Are routings reviewed regularly with a view to possible improvement 
3. Are routings as specified by Traffic being follow« 

Where specified routings are not followed, what 


nt 


Does Traffic review both Company products and materials purcl tor 

est rated classifications ? 

Determine extent to which Traffic negotiates with carriers ior revised classifi 
cations and reduction in rates 
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TRANSPORTATION BILLS—PAYMENT AND AUDIT 
. Evaluate paying procedure of transportation bills (as A/C Payable). 
. Are transportation bills paid within legal limits 
3. Evaluate audit of transportation bills 
a. Paid in central offices 
b. Paid in branch offices. 
4. Is a pre-payment audit made of all transportation bills? 
a. How are weights checked? 
b. How are rates checked? 
c. How are errors handled? 
5. Is a post-audit of freight bills made 
a. Does it include a re-check of classifications ? 
b. Are routings checked to see that they followed those that were prescribe: 
6. Is a second post-audit made by an outside Traffic Bureau? 
a. If so, what control is maintained over claims 
7. Are quoting, rating and checking functions distributed between different per 
sonnel for purposes of cross-checking and internal control ? 
8. On a selected group of shipments (rail and truck), have Traffic make a com 
parative rate study to determine if right media was used 
9. Review controls on special shipping arrangements, such as 
a. Prepaid outbound freight to be charged to customers 
b. Collect inbound charges to be allowed by vendors 


] 
2 


CLAIMS—OVERCHARGE, AND LOSS AND DAMAGE 

How is Traffic notified of shortages or damages? 

What controls to assure that all claims are filed 

Test costs used in computing claims 

4. List unpaid, adjusted, and charge-off claims and check with accounting record 

5. Test paid claims for interest payment, where applicable 

6. Evaluate adequacy of follow-up by Traffic 

7. Evaluate accounting for Cash received in payment of clain 

8. Trace some claims to accounts receivable records. 

Evaluate program of claim and damage prevention 

10. Are written instructions provided for all concerned covering claim require- 
ments ? 


1. 
2. 
3. 


DEMURRAGE 


1. Are there adequate procedures and controls in -respect to demurrag¢ 
2. How much demurrage paid during a test period? 

3. What procedure is followed to keep down demurrage? 

4. What coordination is there to prevent congestion and dela 

5. Does Traffic give notice when free time has elapsed? 

6. Any locations that have frequent demurrage? 

7. Does Traffic furnish Receiving with arrival schedules 

Are empties requested far enough in advance? 

9. Review “Average Demurrage Agreement” if any, and test charges 
10. Any carrier neglect in demurrage? 

11. Any overtime paid to avoid demurrag« Was it economical 


oo 


PASSENGER TRANSPORTATION 
1. Is there a Travel Order form in use? Is established procedure being followed? 
2. Review procedure for handling personnel transportation. 
3. Any control over most economical means of transportation? 
4. Does Traffic handle family transfers? 
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5. Evaluate procedure controlling 
a. Refunds on unused tickets; 
b. Transportation chargeable to employe 


TRUCKING 
1. Review Trucking Contracts for Traffic approval 


2. Are bids obtained; are contracts for specific periods; are rates adjustable? 
3. Review procedure used in selecting Contract Truckers over Common Carriers 
4. Is company equipment used to carry inbound material where possibk 


5. Is exact cost of company operzted trucks checked periodically against Common 


Carrier transportation cost 


RELATIONS WITH OTHER DEPARTMENTS 


1. Is there evidence that both Sales and Purchasing work with Traffic toward 


consolidating LCL shipments, and utilizing Pooling and Stop-off car arrange 
ments ¢ 
2. Do Sales and Purchasing us« raffic to expedite and trace urgently needed 


deliveries ? 
3. Does Traffic advis« 


a. Sales on the most economical unit of sales to various markets 
b. Purchasing on quantities that are necessary to secure the lowest shipping 
cost? 
4. Does Sales secure frot raffic the freight t factor r use in pricing? 


5. Does Traffx 
a. Control Sales requests for special fast shipments at premium rates 


b. Report of effect that premium transportation to customers has on profits 


UNLOADING AND MATERIAL HANDLING 


1. Does Traffic participate in planning of shipping container 

2. Is full use being made of pallets, unit loads, etc., to reduce manual handling? 
Is Traffic consulted on the latest material handling equipment 

4. Does Traffic advise on better loading of both incoming and outgoing material 


RECORDS AND REPORTS 


1. Are traffic files adequate and up-to-dat 


Review reports received and appraise need 
Review Tonnage Record, showing division of tonnage between carriers 
a. Note any unusual preference 


Review customer complaints on shipping 





wn & 


Review side-tra k agreements, and cost of maintenance 








SOME AUDIT ASPECTS OF PUNCHED 
CARD AND ELECTRONIC DATA 
PROCESSING 


By HAROLD E. PADDOCK 


Consultant, Peat, Marwick, Mitchell and Company 


HE increasing volume of the output of goods and services in this 

country with a comparatively static working force has caused business 
to look for more and more automatic production devices. There is a cor 
responding rise in the volume of documents related directly to the output 
of goods and services. Here, too, the companies have adopted automation, 
such as punched cards and electronic data processing machines for record- 
keeping. Thus to keep in step with business auditors are finding it necessary 
to become acquainted with data processing machine methods in order to 
understand the client’s recordkeeping activities. 


The approach to an audit of accounting records resulting from electronic 
data processing should be very similar to that with punched card data proc- 
essing. Electronic data processing differs from punched card data process- 
ing in only two respects. First, because of the speeds of electronic data proc- 
essing machines, there is a larger volume of transactions affecting the 
accounting records. The larger volume of transactions would indicate that the 
auditor will be more dependent upon controls if the audit is to be completed 
in any reasonable time and in an economic manner. 


The other variation is the ability of the electronic data processing 
machines to make many logical decisions. Punched card machines make 
decisions similar to those made by electronic data processing machines. 
However, the difference lies in the scope and number of decisions. In bot! 
types of data processing the auditor must ascertain th: correctness of the 
rules established for the machine procedures. Since there is a great sim- 
ilarity between punched card and electronic data processing, the audit aspects 
are almost identical. 


One of the fundamentals of modern auditing procedures is internal con- 
trol. An aim of an internal control system is to assure the accuracy of 
accounting records. In a manual accounting system internal control is 
accomplished by a separation of the accounting functions among different 
people who act as a check and balance on each other’s work. The separate 


recordings to different accounts provide a comparison of entries that will 
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prove the accuracy of the records. For example, the debit entries to accounts 
payable recorded by one clerk may be checked against another clerk’s credit 
entries to cash; or similarly, the credit entries to accounts receivable of a 
clerk may be verified by corresponding debit recordings in the cash account 
of another clerk. 


Internal control is involved in both internal and external auditing. A 
major function of internal auditing is the development and maintenance of 
an internal control system that will provide the desired accuracy for the 
accounting records. The scope of the audit to be performed by an external 
or public auditor is determined by the adequacy of the internal control found 
in reviewing the client’s accounting procedures. If the internal control is 
good, the audit can be conducted on a sampling basis and still satisfy the 
public accountant that the records accurately represent the client’s financial 
condition. When there is a lack of sufficient internal control, a detailed audit 
must be performed to assure the auditor that the accounting records portray 
the firm’s financial situation. 

Superficially, the internal control may appear to be greatly reduced in 
the use of punched card or electronic data processing machines in account- 
ing work. This assumption arises through the reduction in the number of 
people involved in the accounting and the fact that one machine or a group 
of machines performs the functions that were divided among several people. 
The inclusion of independent totals, systems checks and machine checks in 
the accounting procedures accomplished with machines, however, will pro- 
vide internal control equal to or greater than that found in the manual sys 
tems of accounting. These independent totals, systems checks and machine 
checks will be discussed in this presentation in view of providing adequate 
internal control. 


In reviewing accounting work performed on data processing machines, 
one fact is readily apparent. The machines are simply tools which facilitate 
recordkeeping rather than being a different system or method of account- 
ing. Since the machines are purely a means of accomplishing the account- 
ant’s work, the responsibility for the accounting remains with the account- 
int. Despite the fact that one data processing machines manufacturer, The 
International Business Machines Corporation, has as a motto the single 
word, “Think,” the machines lack this ability. Therefore, the machines can 
only follow instructions created by human beings. They can aid the account 
ant in his work by performing many recordkeeping functions, but they can- 


not assume accounting responsibility. 


How well the accountant carries out his responsibilities utilizing 


punched card or electronic data processing machines will be indicated by 
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the controls he establishes to assure the accuracy of the source data, the 
accuracy of the translation of the source information into machine-sensible 
form, the accuracy of the machine and the accuracy of the program or 
instructions for the machine to accomplish the accounting work. 


The validity of source recording is always a problem regardless of 
whether a manual system or a machine system is used. However, when 
accounting procedures are transferred to electronic data processing 
machines, this problem becomes enlarged and more apparent for several 
reasons. First, since the information in many cases is more current, it is used 
more directly in the control of a company’s operation. The greater speed 
and ability of the electronic data processing machines provide more uses of 
the data but also will compeund any errors. Electronic data processing 
machines have a high degree of accuracy; but, if the source records are 
erroneous, the results cannot be correct. This situation has been described 


is GIGO, Garbage-In-Garbage-Ou 


One aid in providing for the accuracy of the conversion of source data 
into punched card records and the accuracy of the machine and its instruc- 
tions is the use of independent totals. The accountant, or someone desig 
| 


nated by the accountant who is not involved in machine room operations, 


should develop dollar or quantity totals for each batch of data entering into 


machine processing. Once converted to punched hole form the data must be 
balanced to the independent total before the recordkeeping processes are 
continued. In the flow chart diagrams shown on page 43 and page 44 the 
independent total is indicated by the adding machine tape accompanying 


the source documents entering the machine processing. 


With the electronic data processing machines the punched information 
entering a procedure may not result from a direct key punching, but may 
be an output of punch card machines processing. The latter situation is 
found in instances where one or more punched card machine installations 
are processing data and feeding information to electronic data processing 
machine operations for additional applications. Regardless of whether the 
punched data arises through keying or automatic punching, there will still 
be a need for independent batch totals as a control over the subsequent pro- 
cedures. However, the control totals can be created by the use of punched 
ard machines such as an Accounting Machine or an Electronic Statistical 
Machine equipped with counters that will accumulate the necessary totals 


to be used as a check upon the subsequent computer applications 


Che translation of source data into punched hole form is a second area 
in the recordkeeping system where errors can occur in the input records, 


Users of punched card equipment have indicated that as many as one hun 
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dred or more reports are developed from a single punched card record. If 
there is an error in either the source data or the punching of the card, one 
hundred or more errors will result. The decision-making ability of com- 
puters adds to this problem since the decisions will be based upon the input 
data. It behooves the accountant and other users of machines to expend 
efforts not only in assuring the accuracy of the source information, but also 


in proving the validity of the translation to machine language. 


There are various means of proving this translation or the punching of 
information in cards depending upon the category of the data. An analysis 
of source records suggests that the data fall into three classifications 
quantitative, classification, and reference. The first term, quantitative 
embraces dollar, unit, and count information. Dollars of sales, dollars 
of cost, units sold, units in stock, etc., would be included in this group- 
ing. The second is the information used to arrange the quantitative 
data into some predetermined sequence for report purposes. These data 
have been designated as classification and would be comprised of such data 
as city, state, territory, salesman number, department, plant, and location. 
All of the remaining data fall into a category termed reference. Included in 
this group would be such data as date, invoice number, voucher number, 


requisition number, and order number. 


Of the three categories, reference data are most often omitted in punched 
card records since they are not generally needed for preparation of or 
inclusion in reports. This situation arises because in designing cards to carry 
information to the machines the total card columns needed to hold all three 
classes of source information, in many cases, exceeds the capacity of the 
card. Since the beginning of punch card machine processing, people have 
been looking for a card stretcher. Lacking expansion of the card and find 
ing no need for reference data in the reports, many people have eliminated 
it as a part of the punched card record. Exclusion of reference data all but 
invalidates the accounting procedures being performed on the machines. 
Without the reference there will be no means of tracing the accounting 
entries back to the source records. If an error is discovered in the entries, 
or if the auditor is trying to prove entries, the only method of checking will 
be a complete reconstruction of the accounting entries rather than a simple 


tracing of the data back through the accounting procedure. 


When the amount of information to be put into punched hole form 
exceeds the column capacity of the card, consideration should be given to 
the use of a second card for the excess data rather than arbitrarily eliminat- 


ing reference data. 
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The punching of quantitative, classifying, and reference information 
into cards may be proven by the use of a machine called a Card Verifier. 
This machine looks like a card punch, but does not punch holes into cards. 
As the holes are already in the cards, the card verifier reads the hole in the 
card and compares it to the operator's key stroke. If there is a punching 
error, an error indication will be cut into the card. 

Classifying and reference categories of punched data can also be proven 
by a redundancy type of checking. Redundant information is a figure that 
is included in a record only for the purpose of checking. One system using 
this type of proof for key punching is the Self-checking Digit System. This 
system has been established to prevent the major types of keying errors: 
the transposition and substitution of digits. The method is implemented by a 
device added to the key punch which duplicates the calculations performed 
in originating the self-checking digit in the code number and compares the 
recalculation with the keyed digit. Any difference between the recomputed 
digit and the keyed digit will be indicated as an error. 


As a method of proving the punching of classifying and reference data, 
the self-checking digit device has two advantages over key verifying. First, 
it eliminates a second keying of the figures on a Card Verifier because this 
device is an attachment on the key punch. Possibly more important is the 
second advantage. The self-checking digit device will discover transpositions 
or substitutions regardless of whether the error was in transcribing on the 
source document or in keying by the machine operator. Transposition and 
substitution errors can occur as easily in the original recording of source 
information as in the translation to punched hole form. If the error is in 
the original record, both the key punch and the key verifier operators will 
give identical readings and it will be indicated as correct in the card. Key 
verifying proves that the key punch operator read and keyed the information 
correctly, but key verifying has no effect on the accuracy of the sources 
documents. 

There is possibly a better and certainly a faster method of proving the 
accuracy of key punching of the third category, quantitative data, than key 
verifying. This is an accumulation or tabulation of these figures on an 
Accounting Machine and balancing the resultant totals back to the inde 
pendent totals provided by the accountant. After validation of the quanti- 
tative information through this means, the cards are placed in a temporary 
or pending file for further processing as shown on the flow chart. 

When the cards have been proven by one or more of the described met! 
ods and the totals have been checked against the accountant’s independent 
totals, the figures should be posted to a control sheet. The information to 
be posted on the control sheet will vary with the procedure in operation. 
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Flow CHART 


For example, in an accounts receivable procedure sales dollars and cash 
receipts will be posted as the debits and credits respectively to the accounts 
receivable control. In a payroll procedure the source data is in terms of 
hours worked with the dollar amounts being computed by the machines, so 
the ccntrol information has to be in terms of hours. The relationship be 
tween the control sheet and the file of cards is analogous to the situation 
found in manual accounting represented by the general ledger control 
account and the subsidiary ledger accounts. The card data in the file must 
equal the balance of the control sheet at all times 


The basic medium for proving the equality of the file of cards and the 
balance of the control sheet is a trial balance prepared by accumulating 
the card totals on an Accounting Machine. Each report developed through 
the use of these cards should also be balanced to the control sheet or to the 
appropriate segment of the controls. A lack of equality would indicate either 
that one or more cards were missing or possibly that cards had been added 
to the file. Probably the first step to find the error would be to arrange the 
cards according to date or batch number with the aid of a card sorter. Total 
accumulations would be made on an Accounting Machine to correspond to 
the recordings on the control sheet. A comparison of the accumulations 
with the control sheet would show the date or batch number of the data in 
error. If the date were the 16th of the month, all of the cards from the file 
for this date could be listed or detail printed on the Accounting Machine. 
This listing could then be compared to the source documents. But the 


source documents are not necessarily filed chronologically; they may be 
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filed by customer number, or vendor number, or employee number, or job 
number, etc. A check is made to find all of the source documents for this 
procedure dated the 16th of the month. Much time and effort is wasted in 
looking for all of the records for the 16th of the month. Meanwhile the 
reports have been held up. 


There is an easy answer for this situation which requires only a minor 
modification of the basic flow chart. If a detailed journal or register is 
written on the Accounting Machine instead of simply totaling the cards 
entering the procedure, there will be a complete listing of the source informa- 
tion to be used as a comparison with the error date listing. The matching, 
line by line, of the error date listing with the journal will determine the 
missing or added data. Whén the journal is a detailed listing, that is, it 
contains all of the information punched into the cards used in the procedure, 
any missing cards can be recreated directly from the journal, and*there is 
no need for resort to the source documents. 
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Good accounting practice indicates a journalization of all entries into 
an accounting system. Accounting Machines will readily write all of the 
information punched in a full 80 column card on one line. Thus it should not 
he any additional burden on a procedure to prepare a detailed journal or 
register containing all of the data punched into the cards entered into the 
accounting system. Another important aspect of the journal is the audit. 
The journal is the record which ties together the information included in the 
accounts and reports and the source data. Accounts and reports generally do 
not include reference data that would provide an audit trail back to the 
source documents. The detailed journal, however, will contain the refer 
ences required to take the auditor straight to the source records 


Punched Card and Electronic Data Processing 45 


The validity of further machine processing will be dependent upon the * 
accuracy of the machine or machines and the accuracy of the program 
instructions for the particular procedure. Faulty machine operations can 
change or delete input information which will produce incorrect results. 
Poor instructions to the machine either through logic errors or omissions 
will cause a mishandling of the data with erroneous results. Both of these 
critical accuracy areas may be checked through the use of a test deck of 
cards, A test deck of cards is a group of cards containing data of predeter 
mined results which will test the various types of processing with the neces 
sary machine procedure to obtain the desired results. Since each accounting 
procedure requires at least variations in the data processing, there should 
be one test deck for each procedure. A one to five minute machine run of a 
test deck should produce results that can be compared with the predeter 
mined answers. If the results agree, the auditor can be certain that the 
machine is operating properly and that the program instructions are ade 


quate to produce the desired data processing. 


In the course of an audit the auditor reviews the manuals of written pro 
cedures to assure himself that the client’s data processing is accurate and 
complete. But he must go one step further and determine that the actual 
data processing conforms to the written procedures. A modification of a 
machine accounting procedure involves two factors: a change in the pro 
gram instructions for the machine and a change in the written procedure. 
The first change is made readily since it is involved in completing the proc- 
essing, but the second is often neglected due to the performance of current 
duties. A machine run with a test deck will reveal any undocumented 
changes that have taken place and show the auditor the areas of agreement 


or lack « 


f agreement between the actual processing and the written pro 


cedure. 


Once the auditor knows that the machine and its instructions will pro 
duce the desired results, he can then make his audit tests of the client's 
processing by having selected samples of the input data processed by the 
machine. Checking the results of the machine processing is much easier and 
ilar more rapid than to perform a manual processing of the samples as a 
procedure test. The use of the machines by the auditor also allows more 


adequate samples to be tested in the audit 


Test decks of punched cards are excellent devices for use at audit time, 
but there should also be controls established to assure the accuracy of the 
day-to-day processing throughout the year. There are two groups of checks 
which aid in the control of machine processing. The first consists of 
machine checks that are provided by business machine manufacturers 


either as a machine component or as an additional feature. Because 
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machines are mechanical and electronic they can fail. It would not be 
economic to build an error-proof machine. The important and economic 
factor is to know when and where the machine has failed. For the auditor 
the important item is to be assured that the machine will not make any 
unknown changes in the data being processed. The auditor should review 
the machine specifications to be sure this prevention is included. 


There are a number of systems checks that can be built into the machine 
procedure program to aid in the control of the accuracy of the input data and 
the data processing. In all likelihood not all of them would be put into a 
single procedure, but they are available to give the best type of control for 
each specific procedure. Several of these systems checks are illustrated in 
Exhibit 3, “Accounts Payable Register,” on page 46. 


Parallel balancing is a systems check in which the totals from two 
different sources of data are compared. In the Accounts Payable Register 
the total of the payables information is shown at the bottom of the Gross 
column with a square symbol beside it. The total of the payables distribu- 
tion data is shown below the payables total with “DISTR.” as an indica- 
tion. A glance at these two totals will show whether the debits (Accounts 
Payable Distribution) aid the credits (Accounts Payable) are equal. If 
these figures are not equal, it is fine to know that an error has occurred; 
but the real problem is to find which of the invoices included in the register is 
in error. This situation demonstrates a use for another type of systems check 

zero balancing. The Accounting Machine adds up each Accounts Payable 
distribution item for an invoice to a total and then subtracts the Accounts 
Payable amount printed as a last line for each invoice from this total. If 
there is a difference between these figures, it will be printed next to the 
asterisk in the Gross column at the end of each invoice. The absence of num- 
bers next to the asterisk indicates a zero balance for the invoice and a cor- 
rectness of the source data and its translation. When the parallel balanc- 
ing shows difference, the specific invoice or invoices in error and the amount 
of the errors will be shown adjacent to the asterisk at the end of the invoice 
or invoices. 


At the time the Accounts Payable cards are punched, the gross amount 
of the invoice, the discount allowed, and the net amount of the invoice are 
punched into the card. Each of these amounts is printed on the Accounts 
Payable line of each invoice. A crossfoot systems check is made for each 
invoice by the machine subtracting the discount from the gross amount and 
printing the computed net. The net column does not have to be scanned to 
ascertain any unequal condition between the punched net amount and the 
computed net amount, since the totals for the gross, the discounts, and the 
computed net are printed at the bottom of the register. A quick addition of 
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the computed net total and the total of the discounts will give an amount 
that should equal the gross figure. If these totals are not equal, then examina- 
tion of the net column will show which invoice or invoices has erroneous 
data. 


Parallel balancing, zero balancing, and crossfooting are systems checks 
not limited to accounts payable. They are also used in payroll, billing, in- 
ventory, accounts receivable, and other applications. 


Hash totals are another type of systems check that have found extensive 
use as a control medium. Any sum of figures that lacks meaning for anything 
but control purposes has been designated as a hash total. An example of this 
type of figure is a total of the.employee registration numbers for all of the 
employees in a department. As a payroll is processed the machine adds up 
the registration numbers of the input data and compares the accumulated 
total to an independent total of the registration numbers also put into the 
machine. If the two totals are equal, there is an assurance that not only were 
the records for the right number of men processed, but also the records of 
the specific people of the department were included. Thus there is proof that 
the correct number of records was processed and no substitutions of records 
for someone of another department were made 


In many instances the accuracy of input data and the accuracy of cal- 
culations may be checked by a test of reasonableness. For example, an 
examination of an incentive payroll system might indicate that the maxi- 
mum earnings would be three dollars per hour. The machine could divide 
the gross earnings by the hours worked and compare the result with three 
dollars. Any earnings in excess of three dollars could be brought to the 
accountant’s attention by the machine’s either printing the record of the 
exception, punching an exception card or stopping the machine. 


The last type of systems check to aid in control of accuracy to be dis- 
cussed here is a balancing to independent totals. This is similar to the bal- 
ancing discussed in connection with quantitative data, but is useful here to 
control master records rather than current input data. Under payroll sys- 
tems voluntary deductions are taken from gross pay for such items as U. S. 
government bonds, hospitalization, union dues, and insurances. The total 
for each of these deductions for a department changes very little between 
pay periods. The only changes result from someone being added to or re- 
moved from the payroll, or from an increase or decrease in the amount of a 
deduction. The problem is to be assured that the proper amount is deducted 
for each item in each pay period. With the independent totals the machine 
can compare the total amount of each deduction it has subtracted from the 
individual gross pay amounts and the independent total. If the totals are 
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equal, the correct deductions have been made. When differences are found, 
a comparison of the independent records and the computed current payroll 
will indicate where the error has occurred. 


In the development of a machine procedure not all of the different types 
of controls will be included, but enough of them must be included to assure 
the accuracy of the source data, the translation of the data into machine 
sensible form, the machine performance, and the machine’s program of in 
structions. Without adequate controls over each of these areas in the client's 
data processing, the auditor must be very suspicious of the validity of the 
records and must perform a much more detailed audit to satisfy himself that 
the accounting reports portray the client’s financial position. In addition, 
the auditor should recommend that controls be adopted in the accounting 
procedures that will assure him of the accuracy of the records in the future. 
To avoid the needless expense of a detailed audit and all the modifications 
and changes required to add controls to an already working program, the 
auditor should participate in the planning and conversion of a procedure 
from one data processing medium to another 


There are several areas of the audit in which the use of the machines 
would reduce the auditor’s time and hence the cost of the audit. Some of 
the more obvious areas are physical inventory, the preparation of accounts 
receivable confirmation letters, and the selection of samples for audit. On 
of the problems in physical inventory is the checking of differences found 
in reconciling the inventory counts. When a difference is found in the counts, 
the auditor must trace back through the transactions taking place since the 
physical inventory to determine which count is right. The more remote the 
reconciliation is from the count, the greater the tracing that is required 
Punched cards can be used to expedite the reconciliation. All of the counts 
of the inventory may be key punched or mark-sensed punched into cards 
and the reconciliation can be accomplished at the rate of 240 items per 
minute. With the machine processing, human effort will be limited to the 
checking of counts that are different. The more rapid reconciliation through 
machine processing will discover discrepancies in closer proximity to the 
inventory count so that fewer transactions will have occurred to be retraced 


in the determination of the correct count. In addition, of course, if the cards 


I 


are prepunched with the cost information, the inventory work may be 
readily completed through the use of a calculator or computer to do the 
extending of the inventory. 


During the course of an audit, requests are made by the auditor to the 
5 - 
client’s customers asking for any disagreement between the customer’s and 


the client’s records. These accounts receivable confirmation letters are gen- 
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erally in the same form as the client’s statement with a notice enclosed 
requesting that any discrepancies be brought to the auditor’s attention. The 
client’s statement included in the confirmation letter can be prepared for the 
auditor on the Accounting Machine in the same manner that the regular 
statements are prepared, and then mailed by the auditor. 


With today’s large volumes of transactions the auditor must resort to 
sampling and test checks as a review of the client’s accounting records. The 
samples selected must be representative of the client’s records. Machines 
can be used by the auditor to select random samples more scientifically 
and rapidly than by manual means, at the same time picking out all of the 
items of high value which the auditor may want to subject to close scrutiny. 


The large volume of business transactions has made it expedient for 
companies to use punched card and electronic data processing machines to 
record accounting data. Fortunately, the use of these machines has facilitated 
the auditing of the accounting records. The clear, clean audit trail with 
machine accounting allows an easy tracing of all transactions, The controls 
and checks that are available in the machine processing give better internal 
control than is found with manual systems. Because machines only follow 
instructions, data are given uniform processing, as opposed to the entry of 
human inconsistencies when people perform the processing. Once the proce- 
dures are written as machine instructions, the machines cannot deviate from 
the rules in the repetitive day-to-day processing. The recognition by the 
auditor that machines are accounting tools can make them the auditor's 
friend through having better controls and tools to aid in the audit. 


THE FINE ART OF REPORT WRITING“ 
By B. COUPERTHWAITE 
General Auditor, Anglo-Canadian Pulp and Paper Mills 


HETHER we like it or don’t like it, our reports represent the yard- 

stick other people use to measure us and our product. What better 
yardstick is there? Other people are in no position to judge the quality 
of our work until the results are given to them in the form of a report; 
and in these reports we unconsciously reveal a great many of our per 
sonal qualities. Can we be relied upon to get the facts straight ? Our reports 
will soon bring that out. Can we tell a convincing story? Our reports will 
bring that out, too. Do we ramble on into woolly nothingness till the reader 
yawns, or can we literally make him sit up and take notice? Again, th 
reports will reveal just about all there is to know in that directior 


so what we are and what we can do are spread out in our writings 
for the world to see. Clearly then, reports do not fall into the category of 
things to be dashed off in spare time or between jobs. The report is th 
presentation of our case; that’s what we rest on to command respect, to 


gain acceptance and to secure action. 

In auditing circles there seems to be general agreement that the secur- 
ing of action is of outstanding importance and rightly so, because this rep 
resents the constructive side of our endeavours. If the auditor is unable to 
secure action against conditions he knows to be harmful, then the company 
is not getting its money’s worth, and the auditor’s status is going to suffer 
His prestige will certainly not go up, nor is it likely, under these condi 


tions, that his earnings will go up either 


Now when we try to secure action we are trying to persuade people to do 
something, and that, in anyone’s language, is a selling problem. It call 
skills not described in textbooks on auditing. It calls for the techniqn f 
persuasion, and to apply persuasion successfully we have to know something 
about the rules. \Ve want our company to get its money’s worth, and 


want to reach our place in the sun; we want to sway others to our way ¢ 


thinking ; so we are going to do exactly what the successful persuader does 
He builds up confidence and trust ; he puts his ideas across ; he removes sales 
obstacles ; he makes it easy for his prospect to say yes 

This kind of thinking is going to have a profound effect, not only on us 


as individuals, but also on the reports we write. As individuals we are going 
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to lift our heads occasionally from the world of records and figures in order 
to see the world of people, and, as the writing of reports develops in us 
an awareness of language, so will thinking in terms of people and impres- 
sions develop in us an awareness of the motives which impel people to act 
Our reports are going to be geared to the securing of action because we are 
going to write them with the combined skills of the auditor and the sales- 
man. By normal inclination the auditor tends to think in terms of facts and 
inanimate things; he uses the rules of analysis and verification. By normal 
inclination the salesman tends to think in terms of impressions and people ; 


he uses the rules of persuasion. 


Managements today are subject to appalling pressures and pulls from all 
directions; they are literally deluged with reports and with reports on 
reports, but those very pressures make managements peculiarly receptive to 
clear-cut, easily understood reports which lead them speedily and comfort 
ably to unavoidable conclusions. It is easy for them to accept conclusions 
reached in this manner, and it is therefore easy for them to agree with rec 


ommendations based on those conclusions 


THE REPORT MUST BE FACTUAL 

Concerning the characteristics of an audit report it would be difficult to 
quarrel with the thought that it must be factual. People must be able to 
rely on what we say. Here then is where we begin to build up that confidence 
and trust we were talking about. In the normal course of an examination 
we employ verification techniques to establish certain things either definitely 
or beyond reasonable doubt. We call these things our facts, and we are satis 
fied to swear by them because we, personally, did the ascertaining, the 
establishing and the proving; we, personally, gathered and sifted the 
related evidence and recorded it in our working papers. For discussion pur 
poses we might refer to these facts as our primary. information, that is to say, 


the things we know to be true. 


But this isn’t the only kind of information we gather during the examina- 
tion. We are told things, some of which are alleged to be facts and some 
of which are admittedly hearsay; we are furnished with explanations, 


f the things constituting this sec- 


descriptions and opinions. All or some ¢ 
ondary information may find their way into our report, although we don’t 
know them to be true; the best we can say of them is that we don’t know 
them to be untrue. These secondary things cannot be classified as facts. 

It’s a fair question. How can we have facts, opinions, hearsay, explana- 
tions and what not as our material, and end up with a report which is 


factual? The answer is that we won't unless we exercise care to be precise. 
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This is no place for “loose talk.” We must distinguish carefully between 
what we know to be true, and what we were merely told; in reporting on 
what we were told, we can’t put words in the witness's mouth, nor can we 
report his representations as being stronger or weaker than they actually 
were. We should tell him how we propose to report his representations or, 
better still, show him a draft of that part of the report which deals with his 
representations. This is particularly important when criticism is involved 
It is important because an individual under fire is entitled to present his 
defense and to have mention made in the report of any extenuating circum 
stances; it is important because the reader is entitled to the whole truth 
and not just that part of it which seems to reflect credit on the auditor 
Finally, it is important because it provides assurance against a “backfire” 
resulting from a change of heart on the part of the witn 

The reporting of our facts, the things we know to be true, is a rel 


nner and without 


atively simple matter. We state them i orthrig! 
qualifications. Surrounding any event, any circumstance, or condition, there 
are normally many ascertall able facts which are of no interest whatever 
because they are irrelevant. The height, weight, and other physical chara 

teristics of a defaulting cashier, for example, are of considerable interest to 


l 


the police if they are looking for him, but these characteristics are entirely 


irrelevant to a report on the methods he used to defraud his employe 
Irrelevant facts add nothing of value to our report, so we omit them 
On the other hand, we cannot omit any relevant fact just because it might 


conflict with some preconceived notion we entertain in our own minds. The 
reader of the report is entitled to all of the relevant facts ; lacking upon one 
relevant fact he may be misled into making a bad decision. When that hap 
pens, we can be quite sure we are not building up confidence and trust in 


our reports 


The reporting of our secondary information provides some pitfalls for 
the unwary. We are going to refer to things which are not facts, and we 
cannot permit them to appear in the report disguised as facts. The reader of 
the report is entitled to rely on our statements at their face value. We must 
label things for what they are. 

As a simple illustration, let us suppose that Mr. A tells us, “I have a 


valuable map of Peru in my vault.” In reporting on this we can’t say, “Mr. 
A has a valuable map of Peru in his vault.” If we do, the reader will be 
entitled to rely on the existence of a map of Peru in Mr. A’s vault: he will 
also be entitled to rely on our competence to pass upon the value of the map. 
Perhaps there is no map; perhaps there’s no ‘vault ; we don’t know. We were 


merely told about them, and even if we had training which would enable us 
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to pass on the value of maps, could we explain how we passed on the 
value of this particular map without looking at it? Now it requires no great 
imagination to visualize what a little cross-examination could do to us: 
we should probably emerge from it branded either as fools or as frauds. 
There must be a better way than this to build up confidence and trust in 
our report. 

As good a way as any is to keep our reports factual by stating simply and 
truthfully, “Mr. A told us he had a valuable map of Peru in his vault.” By 
wording our statement in this way we are not certifying to the existence of 
either the map or the vault, nor are we passing upon the value of the map. 
Our report is factual because our statements are factual. We state that it was 
Mr. A who told us, and we state what he told us—no more, no less. If we 
saw the map in the vault, and if we were not trained to value maps, we 
could state factually, ‘We saw a map of Peru in Mr. A’s vault, and he told 


us the map is a valuable one.” 


To pursue this a little further, let us suppose Mr. A says, “I have a map 
of Peru in my vault; they tell me that map is valuable.” The point here is 
that we cannot report that Mr. A said the map was valuable. He didn’t say 
that at all. He said only that he had been given to understand that the map 


was valuable. 


These few illustrations are perhaps enough to demonstrate that our 
reports can be factual although we make reference to nonfactual matters. 
They should serve also to indicate the care we must use to be precise in 
our writings lest we misinform or mislead the reader. A report conveying 
information and assurances to management, or inviting management action, 
is an important document ; it must be factual. In writing such a document we 
cannot take the liberties we are permitted in our everyday conversations 
with the world at large. These liberties are merely a form of safety valve, 
| 


for if absolute precision were required in everyday conversation, the mere 


business of living would be intolerable. 


Factual reports have tremendous selling power because the confidence 
and trust they inspire lead the reader to form the habit of believing what is 


rept T ted. 


THE REPORT MUST BE CLEAR 

\nother extremely important characteristic of an internal audit report 
is that it must be clear. The essence of clarity is to put ideas across 
to present, in vivid words, an orderly procession of ideas which will convey 
to the reader’s mind the picture we want him to see. The foundation for 
clarity is laid before we begin to write the report. We begin by assembling 
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our relevant facts and other basic data, then we proceed to arrange them in 
logical sequence. This provides a framework which enables us to tell a log 


ical and coherent story ; it keeps us on the track, prevents us from rambling 


off into side issues and compels us to say what we started out to say. 


Making our reports clear is essentially a selling job. A complete state 


ment of all the relevant facts might possibly satisfy the auditor in us, but 


the salesman in us will examine that statement to see if it conveys the right 


impressions or, indeed, if it conveys any impression at all. This is of th 


utmosi importance in rousing reader interest, for facts alone can be terribly 


dull; they leave most people cold and unmoved. What makes them sit u 


) 
i 


and take notice is the explanation of the meaning or significance of t 


facts, and the story of how this affects them personally. Knowing this, the 


salesman in us will furnish an interpretation of the facts and will see t 


that the significance 1s brought home to the reader, 


Suppose, for example, we find that at the “X” division the su 
invoices are not being matched against the relative receiving reco ds. We 


might say this in a report and get no reaction at all. To some people th 


I 
information would convey precisely nothing ; others might woncer if this is 
good news or bad news. Not everyone has 


an accounting or financial back 
cround. We'll get attention if we explain in simple language what this cond 
tion means, and we'll get action if we tie the explanation to a management 


motive. So we interpret our facts by explaining how the condition makes it 


casy to part 


with good money without getting anything in return. Now what 


business man would ignore that ? There are lots of business men who are pr¢ 
pared to admit thev don’t know very much about the vari functions of 
ps | ) aan ney mm < yw ver} cn a u i} various tuncti S I 
receiving record, but precious few of them would care to admit they don’t 


mind if their money goes down the drain. 


Closely allied to the interpretation of factual data is the matter of 


the of fur 
nishing background information. The need arises, for example, when excep 
tion is taken to a method of recording transactions and a new method is re 

ommended, It is quite obvious that we must describe the recommended 


method and its advantages, for until we do so, no one knows about it. How- 
ever, it is altogether too often taken for granted that the reader is familiar 


with the details of the method currently employed. Usually he isn't, and 
he needs this background in order te make an intelligent comparison of the 


two methods. Give it to him! People in authority like to be in a position to 


make their own decisions. If we don’t give the background information, we 
are, in effect, asking that our recommendation be accepted just because we 
say so. We might succeed, but we are making it very difficult for the readet 
to say yes. There’s a way to make it easier for him to go along with us; we 


can, in effect, ask him to say yes because he can see for himself that the 
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recommended method is superior. We can do this by furnishing the back- 
ground which brings him “into the act.” We describe the current method 
in sufficient detail for practical purposes, being careful to spell out the 
disadvantages. Then we tell the story of the recommended method, tell how 
it gets rid of those disadvantages, tell about any additional virtues it may 
have. Tell it! Sell it! It's easy to say yes to a recommendation presented 
in this manner. 


You will agree that technical language is clear only to those who are on 
speaking terms with it, and we must remember this, because not every- 
one has an accounting or financial background. We may not entirely escape 
the use of technical terms, but surely we can go on to translate them into 
language which everyone can*understand ; we won't get our message across 


if we write it in code. 


It would be difficult indeed to overemphasize the vital importance of 
clarity, and anything which adds to it is acceptable material for the report. 
\ccounting schedules can serve a useful purpose provided they are con 
densed and used sparingly. Don't lean too heavily on them, for most people 
flee them like the plague! Use graphs to show trends and relationships, and 
don't overlook the value of photography in portraying physical objects or 
conditions. Don’t write about the run-down condition of that distant estab- 
lishment. Take a picture of it and, for good measure, add a picture of the 
good show put on by the competition. In follow-up reports, give “before and 
after” pictures to show the progress—or the lack of it. 


If good grammar, good sentence structure and other matters pertaining 
to correct English have not been emphasized here, it is not because they can 
be ignored, but a report can have all these things and yet remain an unre- 
markable document. We are talking about the ability to transfer to some 
one else’s mind the picture we have in our own minds. 


It is utterly unthinkable that responsible management anywhere could 
look at a clear picture of a really bad situation and do nothing about it. If 
we have in mind a picture of a bad situation, and we successfully transfer 
that picture to the minds of those empowered to take action, then they see 


the bad situation too, don’t they? 
Viewed in this light, clarity might be described as the trigger for action. 


THE REPORT SHOULD BE CONCISE 


The story is told of an Indian who, upon his return from a scouting expe- 
dition, approached his chief and said, “How.” The response he got was, 
“Cut’em out chatter, get to point.” We hope the reader of our report will be 


™S 


w 
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less exacting, but he will go along with us more readily if we remember to 
take obstacles out of his way. We remove the obstacle of excessive wording 
by making our report concise. 

To express an idea concisely we must express it in the fewest words that 
will convey the complete idea to the mind of someone else. The meaning of 
conciseness is a little elusive, and perhaps that’s why a short report is some- 
times spoken Ol as a concise report We might as well clear that up and 
recognize that, be the report short or long, we won't know whether it’s con 
+} 


cise until we read it. The length of the report, that is to say, the number of 


pages it contains, cannot be accepted as the measuring stick for conciseness 


However, fewness of words is definitely related to conciseness. To some 
one asking us for directions, for example, we might say, “If you make a left 
hand turn at the next intersection, you will be on your way”; that took 17 
words, some of which were unnecessary. We can omit those words and say. 
“Make a left hand turn at the next intersection.” This time we convey the 
complete idea in nine words, and our statement is therefore more concis« 
than the first statement. In addition to lopping off unnecessary words, we 
can compress the idea so that it will take up less space. [1 


might use a different set of words and come up with something like this, 


“Turn left at the next intersection.” This statement is more concise than 
either of the others because it conveys the cor ple te idea in six words 
Now there’s no need to go overboard on this matter. We know how 
quickly interest in a story can give way to impatience as the lragged 
out needlessly by excessive wording, but having recognized the obstack 


and having taken steps to remove it we ought to stop. If we let our zeal 


for conciseness carry us into the area abruptness, we shall introduce ai 
obstacl far more formidable than the one \ UIST removed, because al 
offended prospect is more dificult to deal with than one oO is merel 


impatient. Our quest for conciseness should not be allowed to interfere witl 
the smoothness of the story we have to tell, nor should we trv to achieve 


conciseness at the expense of clarity 
how concise we can be. We write reports primarily to convey to others ideas 
so clearly portrayed that there is no room for misunderstanding, and cor 

ciseness is a means to this end. Properly applied, it makes our reports more 
readable by eliminating words and expressions which add nothing of value 
to what we have to sav. Conciseness has definite selling value because 
reduces reader resistance ; it carries thie readet more easily and more qu 


toward a favorable decision. 
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OTHER CHARACTERISTICS OF THE REPORT 

In moving on to consider some of the other characteristics of an effective 
report we keep in mind that people and impressions are important ; we give 
thought to what the recipient’s impressions will be the instant the report is 
placed in front of him, and this brings us to the matter of appearance. Does 
it have an important and businesslike look about it? Impressions are not the 
easiest things in the world to explain. They come uninvited, or they appear 
to do so, presumably because the human mind is a highly efficient tabulating 
machine. The answer, at least in the recipient’s mind, comes in less time than 
it takes to tell. So quickly does it come, in fact, that he is probably unaware 
that his mind asked a question, scanned the evidence, sorted it out, tabu- 
lated it, weighed the pros and cons and threw out an answer. It’s neither 
necessary nor desirable to try to describe the dozens of little things con- 
stituting the evidence the eye takes in at a glance. We can boil it all down 
to this—the report, about letter size, with a good grade cover of attractive, 
but restrained color, creates a far better impression than several pieces of 
paper held together by a staple. Don't ever underestimate the selling power 


of good packaging. 


The general appearance of the inside creates impressions too, and com- 
mon sense tells us that page after page of closely typed narrative will not 
have the same appeal as a layout which provides spaced headings and sub- 
headings to break the monotony. The matter of English is far too complex 
to discuss in a few minutes. We are all agreed it should be correct. Could 
we take one more step and agree to add a little warmth to our story by 
replacing some of the distant words with words closer to home? Take, for 
example, the expression “so and so informed us.” Couldn’t so and so relax 
once in a while and just “tell” us? And why does some other so and so 
feel obliged to “state’”’ something, or “claim’’ something ? Why can’t he relax, 
too, and just “say” something? Maybe the reader wonders, too, Simple 


] 


language is forceful language, for simplicity has a dignity all its own. 


It is most unlikely that anyone writing a report would knowingly be 
tactless. The danger lies in giving offense more or less innocently, but 
the matter is important enough to warrant some emphasis, so let’s go back to 
our illustration of the need for providing background information. Giving 
this information was mentioned, in the illustration, as a sound selling method 
used to ensure a favorable decision. What are the implications if we don’t 


furnish background information? In effect, we suggest to our reader some- 


thing like this: 


“Here is a new method of doing so and so and it is better than the 


method now in use. You don’t need to be concerned with the ins and 
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outs of the matter so we are not telling you about them. You probably 
wouldn’t understand them anyway. The new method should be adopted. 
We have taken the decision out of your hands and all you have to do is 


agree with our decision.” 


We don’t really intend to put it that way, but that’s the way the reader 
sees it, and that’s the only way that counts. We line the reader up on our 
side when we give him the background information because our presentation 


then suggests to him something like this: 
“Here is the present method of doing so and here are its disadvant 


ages. Here is how these disadvantages can be overcome by another 


1 


method, and we believe you will agree that the new method is worth 


adopting. We are telling you the ins and outs of what is at stake because 
we know you take your responsibilities seriously and we wouldn't expect 
you to make a decision unless you knew what was involved. Here is th 
whole story and you can be the judge.” 
Now we all know which of these presentations we should prefer to have 
made to us. 


In an internal audit report there isn’t a feature or characteristic that does 


provide some possibility of making negative impressions. The general 
appearance of the report, outside and inside, its contents, what iv and 
how we say it—all these things have to be kept in mind because. negative 
impressions build up resistance to our recommendations. 
CONCLUSION 

\ . - ¢ nance -*" . 1 » whe uA 4 o¢ lat 4 | 

.OW we Can pause ior a moment to see where \ ire in relation to what 
ve set out to do. We have considered and di 


iscussed. some of the more im 
portant aspects of reports such as an internal auditor might render. We have 
recognized the importance of general appearance, layout and contents; 
we have seen that reports must be factual and that they must be clear; we 
have seen, too, that conciseness, good English and simple language add to 
the readability of the report. We have also recognized how the auditor pro 


} 


1 he can put his ideas across, how 


ceeds to build up confidence and trust, how 
he can take obstacles out of his way and wind up setting the action needed 
to improve his company’s affairs. 

Now if there is one thing above any other that we might gather from this 
liscussion, it is that the internal auditor seems to need some kind of dual 
personality. If he is not verifying or appraising things so as to give assut 
ance to others on these things, he is trying to sell ideas for improvemen 
No doubt you have heard it said, for it has-been said often enough, that 


accountants and auditors in general are notoriously poor salesmen. Coming 
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from men of affairs, the remark is an interesting one because it implies that 
the auditor is required to be a good salesman in order to reach his place in 
the sun. Is it possible that shrewd observers, unencumbered by details, have 
grasped the whole and in a few words have penetrated to the core of the 
auditor’s problem ? 


When it is said that the average auditor is a poor salesman, or if you 
prefer, a poor persuader, the statement has a ring of truth about it that 
makes it difficult to refute. Admittedly he has to sell under difficult condi- 
tions, because many of the duties the auditor is paid to perform tend to bring 
him into collision with the very people he must persuade. Surely he has to be 
a better than average persuader to get any action at all. However, the sug- 
gestion is left with you that the auditor who makes a deliberate effort to 
apply the rules of persuasion will increasingly write his reports from the 
reader’s viewpoint and will grow in his ability to secure management action. 


Whether we seek action orally or by way of a report, the rules are the 
same. We establish our facts and weave our story around those facts in a 
manner which enables our prospect to understand the significance of the 
facts and to see how this affects him personally. If he doesn’t like what he 
sees he will do what man has been doing from the beginning of time—he 
will take action to protect himself and his interests. 








INDUSTRIAL SECURITY AND THE 
INTERNAL AUDITOR“ 
By W. H. CORRIGAN 


Manager, Security Department, Ford Motor Company 


VEER the past few years the term “security” has become very popular, 

so popular, in fact, that it seldom stands alone. We hear of it in the 
joint terms of financial security, job security, national security, military 
security and so many others. My work is concerned with “industrial secur 
ity,” and I think it would be in order to first define the responsibilities which 
make up “industrial security.” 


lf you are with a small firm or have been dealing with small concerns, 


- 


you will probably think first of all of the plant protection men at the plant 
gates, and perhaps you may wonder whether we've just “dressed up” an old 


term to be used by a large corporation. 


Plant protection is an important function, but it is only a part of the 


industrial security system. Certainly, the greatest portion of the Security 





force is made up of plant protection men, and we se¢ mn every time we 
enter or leave the plant. 


However, at the Ford Motor Company, and at most of the major cor 


porations, such as General Motors and Chrysler, Alcoa and Reynolds, East 
man Kodak, Lockheed and Boeing, to name a few, a comprehensive indus 


trial security program includes the following responsibilities 


Plant Protection—to control the plant entrances and perform a cus 
todial service during nonoperating periods, primarily through building 
patrols. Then Fire Control—which includes fire prevention as well as fire 
fighting: fire prevention by good housekeeping, proper handling of com 
bustibles and frequent inspections; fire fighting by insuring early detection 
and providing the proper means of extinguishment either with portable 


equipment or automatic systems. 


Then we have the related functions which are actually performed by 
guards and firemen, but are individual responsibilities in themselves. Latet 
I'll speak in greater detail of Security’s participation in the internal control 
program, but for now we should note the truck and railroad car inspections, 
spot checks of shipments and deliveries, surveillance of scrap disposal, check- 
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ing of new unit deliveries and control of deliverymen and crewmen at the 
docks and wells. 


And for another joint term, we consider Department of Defense person- 
nel security clearances, facility clearances, and visitor controls for defense 
production locations as military security matters, and they are usually 
assigned to the local Security activity. 


Besides these protective functions, any of several service functions may 
also be assigned to Security activities in the field, primarily because we're 
on the job all the time and our employees offer a disciplined work force 
which is not directly connected with either production or accounting. These 
first aid 


duties, conducting visitor tours, handling the plant switchboard at night and 


services include personnel transportation and courtesy driving, 


on the week ends, directing traffic in parking lots, and so forth. 


i:ssentially our job is to protect the company’s property against loss or 
damage, to maintain order among the employees and to perform such other 
services as we may be equipped to handle. 


RELATIONS WITH OTHER DEPARTMENTS 

Security is synonymous with discipline, and they both involve restric 
tions upon individuals. Industrial security involves directing individual 
employees where they may park, how they may enter or leave the plant, how 
they must identify themselves and what they may do and may not do inside 
the building. But it goes beyond individuals. When we ask a welding repair 
crew to wait until some special fire equipment can be brought in, we restrict 
the Maintenance Department. When we suspect an overloaded truck or 
improper carton count and insist on an inspection, we involve the Traffic 
Office or the Shipping Department. So, we represent a conflicting discipline, 
and it may mean a problem for the Maintenance or Traffic activity. We do 
everything possible to reduce the restrictive aspects of our protective prac- 
tices, but the conflict is there, and it’s not always possible to avoid friction 
by remembering we're both “trying to do our job.” 


But there is no conflict between our responsibilities. In fact, there are so 
many areas of mutual interest that we could conclude we should work 
cooperatively to carry out our individual responsibilities in the most effective 
manner. 


Perhaps we should discuss some of these mutual areas of interest. Then 
we can look at what happens if a breakdown occurs. The Chief Financial 
Officer is responsible for the internal financial controls that protect the com- 
pany’s property. In so doing he should be assured that the plant receives 
all the materials that it pays for, that it ships no more nor less than it charges 
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its customers for, and that the inventories are not improperly dissipated by 
fraudulent disposal of production items or scrap and salvage material 


Since production supervision’s performance is judged to a degree by the 


scrap count, and since the shipping and receiving packers, handlers and 
theckers are directl lved h the AA ET ae ee eee 
checkers are directly involved with the preparation and movement ol stock, 


t does not offer a proper auditing force. On the other hand, the Security 


function is not involved with functional production or stock and inventory 
responsibilities. Even more desirably it is responsible for the physical pro 
on of the premises, so that it is a proper source of manpower to pet 


tect! 
form security spot checks and inspections of shipping, receiving and scrap 
lisposal. Ideally, the financial executive should be able to rely upon an estab 
lished system of personnel and vehicle traffic controls and supplementary 
inspections of shipping and receiving activities by Security personnel. And 
when the internal auditor observes that the procedures and duties are not 
being performed in the prescribed manner, these observations should become 


part of his report and should be referred to the Security Supervisor fo1 


corrective action. 
To have this relationship of the industrial security activity with th 


hnance function succeed, certain conditions must be present. 


1. Plant management must clearly delegate the responsibility for the 
pl Sit protection of the « mnpan ‘ premises and property to the 


Security activity. In other words, if Security is to be responsible 
, 
i 


at no one steals parts or finished items, it must check the truck 


loadings and railroad switching, as well as the employees and visitors 


To control only part of the traffic, that which is on foot, is not 
enough. These checks should be supplementary security inspections 
for irregularities and do not replace the usual internal stock checkers 
examining shipments for accuracy of item and count. The frequenc 
of such security checks should be evaluated in terms of the suscep 
tibility of the item to theft and the opportunity for collusion between 
the employees and deliverymen. 
2. The protective practices or security system should be supported by 
. procedures manual. This will provide a reference for the accountant, 
the traffic manager, the stock manager and the auditor. But more 
important, it will assist Security supervisors in attaining a uniform 
ity of practices on the three shifts and week ends. Sometimes there 
will be a strong system of controls during the day. Partial shipping 
functions on the afternoon and night shifts are neglected, and such 
lack of consistent controls offers a very attractive source for theft o1 
pilferage. 
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3. Since the production operations are constantly changing, the secur- 
ity system must be changed also if it is to remain effective. For this 
purpose, internal control committees are appointed. The plant man- 
ager, the controller, the stock department manager and the shipping 
manager are always on the committee, but the Security Supervisor 


is sometimes forgotten. 


Here is where the Security Supervisor can really make a contribution. 
When the committee is considering emergency storage in the yard or away 
from the stock cribs, he can explain how security can be built into the stock 
piles by keeping them clear of fences and outside windows; how to criss- 
cross the cartons or pallets to make the removal of the inside pieces very 
obvious ; how to seal the tarpaulins so as to detect tampering ; and how the 
material handlers should remove the oldest cartons first because they are 


deteriorated by the weather and apt to split and spill their contents. 


If the committee is consideri ig a report d iny entory shortage, the Secur- 
ity Supervisor should be permitted to make an investigation before it is con 
cluded the loss is due to theft. Many times we find such things are left-hand 
items under and right-hand items over due to both being in the same bin. 
We find foreman not reporting scrap, and sometimes they'll substitute deluxe 
parts for standard parts to keep the assembly line running when certain 


items are in short supply. 


During internal control meetings the Security Supervisor can present 

some of his operating problems for consideration ; such as how he can reduce 

his mancount if the railroad switching drills can be held at a certain time 
s 


8) 


f the night when a gate guard is free of gate duty so that one man can covet 
both assignments; how he can reduce the number of final car checkers if 


the bills are sorted and placed in the new units by the distribution clerk. 


SUCCESSES AND FAILURES 

We've been looking at this matter of the relationship of Security and the 
controller and auditor in somewhat general terms. Perhaps I should relate 
now some of the experiences we've had with how it succeeds and how it 


breaks down. 


Our recommended procedure for controlling trucks provides that the 
gate guard issues each incoming truck a pass. On the pass he lists both the 
truck and trailer numbers and any special equipment on either one. This 
accomplishes two things. By listing any radios or spare tires we avoid the 
possibility of the driver coming in with an empty spare tire rack and filling 
it from our truck assembly stock. It took us two years to catch a driver doing 
that at one of our Detroit locations. We caught him then only because he 
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became greedy and tied two tires on the rack. Later we added these items 
to the truck gate pass. 


We feel that the listing of truck and trailer numbers is important. We 
recognized the possibility that a scrap dealer working with loads by weight 
could deliver his empty trailer with a heavy tractor and record the tare 
weight. Then when he comes back to remove the loaded trailer, he could 
substitute a light tractor for the heavy one and influence the net weighing in 
his favor. 


Our company policy calls for the guards to pick up a copy of the shipping 
document at the plant gate when the truck is leaving the plant property. At 
that time he is supposed to compare the load with the document. Here is a 
point where a lot of things can go amiss. If the vans are fully loaded, the 
guard can’t inspect their cargo compartment properly. Thus, they should be 
inspected at the shipping dock when the truck is being loaded. But the guard 
should still open the cab door to inspect the driver’s compartment. We can- 
not overemphasize the security value of opening the cab door and looking on 
the floor and under the seat. If that is not done, the guard is wasting his 
efforts. 


Getting back to the cargo compartment. We ask the guard to go to the 
tailgate, open the doors and examine the load. Here he must decide whether 
it is suspicious or not, and we will not cricitize his decision. But only if he 
has gone to the tailgate and looked in. There are guides for him to follow. 
He can observe whether the cartons are at the tailgate end so as to possibly 
conceal anything on the floor at the front; whether they are piled hap- 
hazardly rather than stacked neatly so as to make counting difficult or con- 
ceal something underneath. We had a truck driver-thief explain to us how 
he always dropped something into the center of a stack of tires and the guard 
never got into the truck to examine them. Then the driver did us the big- 
gest favor ever—he pointed out that the tailgate was at least four feet off the 
road, and the guard couldn’t get into the trailer without mussing up his 
uniform. Since then we've put a portable ladder at each truck gate. I can’t 
recall seeing many of them at other companies, and you might like to check 


that the next time you're at a truck entrance. 


We feel that protecting only the trucks coming and going is only half 
the job. Another of our standard practices is to have a guard accompany 
the train crews while they are in the plant; it’s paid off many times. 
Only recently we found a train crew dropping off a brakeman while they 
drew the railroad cars outside to replace them. By the time they had re- 


turned, the brakeman had picked up a bushel basket of brass hammers and 
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tried to put it in the caboose. However, the guard saw him, and he no longer 
comes to our plant. 


The following case may be of particular interest to those in the automo- 
tive industry, and of general interest to others. We assign guards classified as 
final car checkers to the end of the assembly line. They check each new unit 
to assure that it has the same accessories and items as called for by the model 
or invoice. Many a plant manager has told us that these checkers are the 
most valuable nonproduction workers in the plant. In addition to recovering 
excess parts left on the floor and under the seats, they find accessories not 
billed for and substitution of deluxe parts for standard items. At the same 
time they guard the gate through which the haulaway drivers remove the 
new cars for transport to the dealers. 


I might take a minute here to describe the controls brought to bear upon 
a truck picking up a shipment from a manufacturing plant. 


At the truck entrance, a guard prepares a gate pass on which he stamps 
the time of arrival then writes in the company and the truck and trailer num- 
bers and checks off any equipment, such as radio, spare tire, tarpaulin, stock 
cart. If there are riders in the truck, he asks them to remain at the gate 
house unless they are needed to load the truck. He gives the driver a specific 
route to follow to the loading dock. 


At the loading dock, the shipping clerk takes the gate pass and points to 
a sign on the wall instructing the drivers to remain with their trucks or in 
the waiting room. If the driver has to use a phone or go to the washroom, 
he is told which phone and restroom to use and to return directly to his 


truck or the drivers’ waiting room. 


If he leaves the trailer overnight, a stub is detached from the gat pass 


to serve as identification at the outbound gate. 


With reference to shipping controls, all our parts depots, or other type 


plants where the items involved are readily susceptible to theft, such as 
radios, spark plugs, gears, and tires, a guard will be on the dock at all times 
to observe the loading ; otherwise, Security personnel report periodically on 
a surprise basis and make spot checks of selected shipments both as to carton 


counts and breakdowns of cartons for piece counts. 


When the trailer is loaded, the shipping clerk lists on the gate pass the 
numbers of the invoices and initials the pass. The driver proceeds to the 
truck gate. There the guard comes out and opens the cab door. He inspects 
the floor and behind and under the seat then takes the invoices and goes to 


the rear of the trailer. There he asks the driver to open the doors. If the load 
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looks unusual, he takes a portable ladder from beside the gatehouse and 
gets up in the van and examines the load. 


If things prove to be in order, he takes a copy of each invoice and per 
mits the truck to leave. The invoices are put in order and sent directly to 
the Accounting Department. The gate passes are filed for a year. They are 
frequently referred to in the settlement of demurrage claims or other traffic 
matters 

At the same time, rail shipments are protected by having a guard inspect 
all the outbound empty cars for materials and to see that loaded or dunnage 
cars are sealed. Then he opens the railroad gate and remains by the loading 


docks while the train crew are in the building. 


AUDIT EXAMINATION 


If we conclude that there are definitely mutual areas of responsibility 


between industrial security and the auditor, then we should be able to define 
certain conditions the auditor may examine for assurance that the Security 


activity is properly supporting its portion of the internal control system. 
I believe these are the important points 


1. Has management delegated to the Security Supervisor the appro 
priate authority together with the responsibility for establishing a 
complete industrial security system / 

2. Has the Security Supervisor prepared written procedures to cover 
the protective practices so that they may be uniformly carried out 
and so that other affected plant activities may know and assist in 


what is to be done? 


wu ~ 


Does the Security Supervisor participate in the planning for internal 
control activities and in the review sessions so that he may adjust his 


methods after learning of the suspected deficiencies ? 


4. Have the guards been provided the proper “tools” for their work, in 
other words, are they using invoices and not packing slips or bills 
of-lading; are there directional and instructive signs on the truck 
routes; is there a ladder at the truck gate; are they provided heavy 
clothing or fatigue jackets if the assignment is out-of-doors or in a 
dirty area; are company employees required to weat their badges so 


the guards can recognize “strangers” in the plant: 


Have the guards been trained in what to do literally with their hand 
and feet and eyes, for example, what signs to look for in truck vans, 


to always open the cab door, to watch for truck drivers and train 
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crews wandering into the plant or fraternizing with the employees 
on the dock, how to patrol the building and look for signs of irregu- 
larities ? 


In conclusion, I recognize we must face the question: all this protection 
may be OK for Ford and the other big corporations, but can the smaller 
companies afford the people to do the job? 


I think the answer for the average business lies in adjusting from both 
directions. The public sees security—the employees know security—and 
management judges security by the old man in a blue uniform, either stand- 
ing beside the gates or wandering through the buildings after dark with a 
flashlight and watchclock 


Perhaps this narrow view or the limited perspective which results is our 
own fault. As a comparison, since World War II material handling has 
grown from crews of laborers carrying cartons by hand out of box cars to 
semi-skilled machine operators handling hundreds of cartons on pallets or in 
bins. They had a lot of help, though. Engineers designed the lift trucks and 
conveyors; packaging became a specialized field; and traffic managers 
pitched in. 


Industrial security has advanced remarkably in the same period, often 
with the aid of finance personnel and an enlightened management which rec- 
ognizes that in a good security system they have the prudent safeguards 
that modern business management has found are well justified by their con- 
tribution to proper business administration. 


In our case, we’ve found we can employ the type of industrial security 
I've talked about with fewer people than we used before the war, because 
we utilize them effectively and proportionate to the risk. I’m not suggesting 
that you should hire a man to help the old man at the gate. But I do think 
you'd be helping him, and his supervisor, and the finance executive by find- 
ing out whether he has the authority to inspect trucks ; whether he has been 
taught how to do it with proper tools ; and finally, whether his relief man is 
also checking the loading operations and railroad crews, instead of doing odd 
jobs like carrying coffee, delivering packages or just resting between relief 
periods. 


I'd like to leave you with this thought. If the internal auditor is respon- 
sible for the financial control of the company’s property and the Security 
activity is responsible for the physical protection of the same property, then 
weaknesses in security are, perhaps, your weaknesses, but better than that, 
our strength can be your strength. 


THE ROUND TABLE 


Edited by ROBERT C. BAIRD 


Congratulations, St. Louis Chapter, on winning The Round Table award 
for your excellent article “The Case of the Impregnated Bags.” 


The Round Table annual award was introduced in March 1958 as a 
stimulus for contributions. While articles from nonmembers of Tue INsti- 
TUTE are more than welcome, only those submitted by members are eligible 
for the award, which is presented to the winner's chapter at the Annual Con- 
ference of Tue Institute. In this respect it differs from the Thurston 
\ward, which is a personal award and open to nonmembers as well as to 
members, but the same rules for disqualification of the selection group and a 
few others apply. 


Selection is made from articles published in The Round Table in the 
issues of Tue INTERNAL AvupiTor ending March 31 each year. The selection 
group is the same as for-the Thurston Award, namely, the Chairman of 
the Educational and Research Committees and the members of the Edi- 
torial Committee. 


The criteria for selection are practical value and originality. Articles 
should be reasonably short and tell of actual experiences in internal auditing 
which have resulted in significant savings, increased efficiencies or the 
rendering of some special service to management. 

Now that you know all the rules, send your contributions direct or 
through your chapter to: 

The Round Table 

The Institute of Internal Auditors 
120 Wall Street 

New York 5, N. Y. 


Contributors’ names will be published only with the author’s permission. 


69 








70 The Internal Auditor 


ARE LABORIOUS CONTROLS 
ALWAYS WARRANTED ? 


\ review of our paperwork controls on returnable containers revealed that 
the same effectiveness would result if much of the detailed record-keeping 
were eliminated and just the physical control maintained. 


For each returnable container received, whether it was a large reel, 55- 
gallon drum, or a small bottle, we had been making an elaborate stencil 
identification and also recording the details in a Container Control Register. 
Both our General Ledger Department and Stores Department had been 
keeping similar records and were attempting to match shipments back to 
the vendor against the original registration. 


The small dollar amount of inventory balance ($16,000) influenced the 
decision that a detailed control was not needed. A simple record of the type 
of container received and returned would suffice for our Stores control. 
We accordingly eliminated the Container Control Register. A further reduc- 
tion in effort has resulted from the fact that the former stencil identification 
had included the container register number, whereas now readable stencils on 
drums, for instance, shipped to and then reshipped to us, can be used with- 
out re-cutting a stencil. 

St. Louis Chapter 


* * * 


STREAMLINING SMALL STORES ISSUES 
\ highly mechanized manufacturing company used a substantial quantity of 
engineering stores in the course of its machine maintenance programs. Each 
stores issue required a requisition which was entered on the bin cards kept 
in the Stores and in the stores ledger kept by the Accounts Department 
Many of the issues were for small value items in frequent use. A considerable 
saving in the administration expense of handling these was made by adopting 
the following changes. 
a. Requisitions were reduced to one a month put up in advance. 
b. The stores were withdrawn from the main stock and held separately 
by the storeman. 


c. The storeman then issued the items, as wanted, on verbal request. 


Bin cards were also eliminated, and the stores ledger and clerk, while 
remaining the responsibility of the Accountant, were moved into the Store 
Keeper’s office so that he would have immediate information available on 
his main stock position. 


London Chapter 
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CASH PROTECTION 
Our Company's operations extend over a large metropolitan area in which 
there are many offices where customers pay their bills. At our cash audits 
during the past year, two conditions were observed which increased the 
possibility of nighttime burglary, vandalism and daytime holdups. They 
were: 
1. In two different offices, unused rear rooms were accessible to the 
public through unlocked inside doors, Unauthorized persons could 
enter the rooms unobserved and await an opportune time for burglary 
or a holdup. The time they would most likely choose would be just 
before or just after closing time. 
2. At one office, a large size basement vent was covered by a grill that 
was unsecured. It would be easy to remove the grill and thus provide 
access to the main floor. 


This illustrates the internal auditor’s opportunity to improve the safe 
guarding of cash in ways other than the actual verification of cash on hand 
through an examination of the records established to provide adequate 
internal control. 


Los Angeles ( hapter 


COST SAVINGS ON MATERIAL RECEIPTS 


\t one plant of our company, sulphuric acid was delivered to one depart 


inent by motor tank truck at a transportation cost of $2.60 a ton, while deliv 

eries to another department by railroad tank car were costing $3.50 a 
ton. In both instances the purchases were made from the same supplier and 
provided for the same F.O.B. terms. Based on the quantity of acid received 
by rail during a four-month period, it was estimated that an annual sav 

ings of approximately $10,000 could be realized through the utilization 
of motor transportation. 


A preliminary study of the location of the acid storage tanks showed 
that it would be possible to receive deliveries of this material by tank truck 
instead of by rail. But to handle the truck deliveries it would be necessary to 
build a roadway and ch ge the unloading facilities. 


"DS 


Previously, it developed, the plant engineering department had made a 
study to determine the cost of changing the method of delivery of raw oil 
from rail to truck, but a study had not been made of the cost of delivery of 
sulphuric acid. The storage tanks for both these commodities are in the same 
general vicinity. The raw oil study showed the cost of conversion to be 
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approximately $7,400, of which $4,700 was for the roadway and $2,700 was 
for a change in the unloading facilities. 


It was recommended to plant management that a study be made to deter- 
mine the feasibility of receiving shipments of sulphuric acid by motor car- 
rier instead of rail. When the study was completed, substantial cost savings 
were estimated. And so the internal auditor’s suggestions and recommenda- 
tions resulted in worthwhile dollar economies. 


Philadelphia Chapter 


GETTING ALONG WITH THE WORKERS 
There are few professions whose members are as misunderstood as 
Internal Auditors. The Internal Auditor is often thought of as either a spy 
from management or a troublemaker. Where there is this attitude he is 
unlikely to receive enthusiastic cooperation from his fellow employees. 


Much has been spoken and written on the subject of “How to Get 
Along with Management.”’ What the auditor needs is more advice on “How 
to Get Along with the Workers.” 


Let us look at a few places where the Internal Auditor may improve 
relationships between the workers and himself. 


BEGINNING THE AUDIT 


The first view the average employee has of the Internal Auditor is 
seeing him, briefcase bulging, talking to the departmental supervisor. Then, 
as if to create uneasiness in the minds of the employees, the supervisor will 
introduce the auditor with these classic words, “This is the auditor; he’s 
here to check our work.” 


At once two questions arise in the mind of the inexperienced employee : 
What is an Internal Auditor ? Why are we being checked ? 


If the introduction has been the type that will allow the auditor to say 
a few words, he should take advantage of the opportunity given him. He can 
explain within two minutes why the company has an Internal Auditing staff, 
that the entire company is audited over a period of time and in general terms 
what the auditor is looking for. He should also explain that he is not going 
to report each tiny clerical error and that he finds great satisfaction when he 
is able to report that jobs are well performed. 


If the auditor is unable to make these statements before the entire depart- 
ment, he should make them to one of the workers within the department at 


The Round Tabli 


“I 
w 


the earliest opportunity. Usually this individual will spread the conversation 
throughout the department. 


ASKING FOR SUGGESTIONS 

There is no source of suggestions within any organization so untapped 
as the average worker. Probably there is not one of them who does not have 
at least one idea that could improve company operations 

What better way is there for an auditor to improve relationships with 
a worker than to pay him the compliment of asking for his advice and sug- 
gestions ? Too often we seek information and suggestions only from super 
visors and ignore the numerically superior workers, ¢ 


have some idea that is worth investigating. 


ach of whom may 


Here, however, is a warning. Relationships will definitely not be im- 


proved if the auditor lightly dismisses a suggestion with the words, “It won't 


work.” He must keep in mind the possibility that the idea may be the result 


of much thought on the employee's part and that the latter may be able to 
demonstrate that it will work. A sug 


gvges 101 , no matter he 
] 


appear, should never be ignored. 


ww worthless it may 


The auditor should record the suggestion in the presence of the em 


plovee and tell him that it will be studied. If in due course it is rejected, a 


letter should be written to the individual, with a coy 


ps to his supervisor, 
expressing the company’s appreciation and stating one or two reasons for 
non-acceptance 


LOSING THE AUDIT 


The auditor's leave-taking should 


be friendly. If at all practicable, he 
should approach each individual, speak his name, express pleasure for hav- 
ing met him and thank him for his assistance. This act of courtesy will 
pave the way for a more friendly welcome on the next audit. Individual 
like to be recognized, never ignored, 

\n auditor who is fair, considerate and friendly will receive 


of cooperation. The result will be a saving in time and a better audit 


Gordon B. Franks 
a riple Cities ( hapter 








STUDENT’S DEPARTMENT 


Edited by C. A. WINDT 


Articles in these pages are compiled because of their spectal help 


and interest to students. 


ON MAKING AUDITS CONSTRUCTIVE 
The key to the internal auditor’s value to his company is his ability to 
be consistently constructive. While the prevention of fraud is one of the many 
important by-products of this approach to auditing, undue emphasis should 
not be given to this aspect of the work. The constructive approach might 
well be said to consist of these six elements : 


Attitude—The internal auditor must maintain a constructive approach 
toward the work at hand at ail times. He must exhibit a “how can I help” 
attitude. 


Pre paration—Adequate advance preparation for each assignment, in- 
cluding a forehand knowledge of facts, figures, and background, is essential 
if the internal auditor is to be accepted with an “expert” rating. 


Audit—A constructive internal audit is complete and thorough. Such a 
program will include the verification of the correctness of the records, an 
appraisal of the adequacy of controls, and a confirmation of compliance 
with prescribed policies and procedures. Of primary importance in this 
type of audit are any suggested changes that the auditor can make as a 
result of his studies which will result in reduced costs, increased efficiency, 
and other benefits to the company. Constructive auditing also involves the 
field of communications, inasmuch as the auditor functions as an “arm” of 
management in interpreting policies and procedures and in communicating 


with people. 


Conference—Constructive auditing contemplates on-the-spot conferences 
in which the internal auditor discusses the findings of the audit and stimu- 
lates development of a corrective action program. It is the active expression 
of a triple “A” program of Attitude+-Audit=<Action. 


Report—A constructive audit report will always be the result of an on- 
the-spot conference where the findings have been thoroughly discussed and 
any differences satisfactorily resolved. Reports should be written in an 
orderly, concise, and specific manner, Occasionally management will request 


an oral report. Such reports should be prepared even more carefully than 
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written reports and should be comparatively brief. In this way the “arm” 
of management can report to the “ear” of management on those important 
matters which do not lend themselves to written detail. 


Record—A constructive record of any audit assignment requires a 
proper organization of all the audit working papers for quick and easy ref 
erence. Working papers are the only tangible evidence of the 


audit work 
performed and as such are often the basis for judging the quality of audit 


i 
performance. 


SEMINAR SESSIONS REPORT 

The worth of seminar-type discussion groups as a valuable problem 
solving technique is receiving increasing recognition. In recent years th 
technique has been used rather widely in regional and national conferences, 
both by Tue Institute and by other organizations, as an approach to the 
exploration or solution of matters of a complex nature. In this manner it is 
possible to bring the experience and know-how of an entire group to bear 
on the problem at hand in the free exchange of idea 

The following summarization represents a digest of certain broad con 
clusions reached by the seminars held at the Midwest Regional Conferenc: 
in Dayton in October 1958 under an “Auditing for Profit” theme. 


|. STAFF RECRUITING AND TRAINING 
F" ‘RX the most part, staff personnel are recruited from experienced 


employees within the company, provided they have suitable accounting 
backgrounds. The consensus was that eligible candidates should be college 
graduates with a liberal arts education and adequate training in accounting 
In those instances where recruiting has been extended outside the company, 
the principal manpower sources have been colle ges, universities, and | ublic 
accounting firms. 

Staff training is mostly of the “On-the-Job” variety, and consists not 


only of training within the auditing department, but in some instances als« 


includes a tour of duty in other departments of the company. Several con 
\ ] 


panies supplement on-the job training programs by prescribing speci 
courses at local colleges and universities. Larger companies occasionall 


conduct special audit courses for staff trainees. 


Methods of evaluating auditing personnel job performance seem to dé 
pend on the size of the company. Most large companies use formal rating, 
reports which are usually prepared at the conclusion of each assignment. Thi 
smaller companies appear to be more inclined to delegate employee evalua 
tion to departmental supervisors. 
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ll. AUDIT PROGRAM DEVELOPMENT 

The internal audit activities at most companies develop and use formal 
audit programs. However, as a rule these programs serve as a guide and 
are not intended to be restrictive. In some instances the over-all internal 
audit program has been coordinated with work performed by the outside 
public accountants. This does not appear to be a general practice. 


Internal audit manuals have been developed and are used by some com- 
panies. These manuals vary from a general outline type to the more formal 
detailed descriptive type which frequently includes specimen programs. 
Some seminar participants expressed the opinion that manuals, for the 
most part, were of little value because frequent changes in methods and pro 
cedures made continuing revision necessary to maintain the manuals in a 
current status. 


Control of audit progress through time budgets appeared to be fairly 
common practice. Generally, allowances are made for unusual circumstances 
not anticipated when time budgets are established. In some cases traveling 
auditors are required to submit weekly progress reports covering the extent 
of work performed, and cash budgets are usually established to control the 
expense of traveling auditors. 

lll. AUDIT SCOPE 

The following are some of the newer auditing techniques currently being 
used to deal with special audit problems: 

1. Technical consultations with recognized experts (both from within 

and without the organization). 

2. The addition of specialists to the audit staff to deal with engineering 
or production problems. 


vol 


3. The use of special devices and aids for verifying production it 
ume operations. 

4. Statistical sampling. It was the consensus of the various groups that 
this method of audit verification has not been used to any great 


extent thus far. 


The principal areas suggested by the discussion groups for further audit 
exploration were as follows: 
1. Advertising and sales promotion costs 
2. A review of work standards, including bases on which they are estab- 
lished 
3. Examination of the purchasing function with particular emphasis 
on the negotiation of prices 
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Other areas for audit consideration involving special problems and profit 
opportunities were : quality control activities ; cancellation changes ; distribu- 
tion and traffic activities; policy and warrant expense; employee relations 
programs; and general office operations. These topics were discussed in 
varying degree by the seminar groups, but not with sufficient thoroughness 


to permit the statement of any representative conclusions 


IV. REPORT WRITING 

Types of audit reports generally vary according to the needs of each 
company. Some concerns prefer that a check-list type report be used, whil 
others require that reports have a set pattern. It was the apparent feeling 
of the seminars that the type of information to be presented to some extent 
dictated the type of report format to be used. All of the groups agreed that 
the types of reports selected should be those that will best “sell” management 
on the quality of audit performance. Reports should be brief and to the point, 
and, wherever possible, the use of technical terms should be avoided. Reports 
should be both critical and commendatory and should contain the necessary 


recommendations for improvement or chang« 


To keep management properly informed, some internal auditing activities 
prepare an annual report showing the extent of audit coverage. However, 
it was apparent that the companies issuing such reports were in the minority 
Certain of the companies submitting annual reports show the amount of 
cash recoveries effected ; however, some of the groups felt that the mention 


of recovery amounts should be avoided in such reports. 
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STUDENT NIGHT AT ATLANTA CHAPTER 

Once a year, in lieu of a regular monthly meeting, the Atlanta Chapter 
holds a Student Night. A limited number of faculty members and students 
from local universities are invited to be Chapter guests on that night. The 
purpose of the meeting is to acquaint the guests with the principles of internal 
auditing and to stimulate interest in its professional aspects. In conducting 
the meeting, a panel of Chapter members ts selected to speak on various 
topics pertaining to internal auditing, and members and quests are encour- 
aged to participate in the discussion session which follows the formal pro- 


j 
i 


gram, 


The following articles were presented at the April 1958 Student Night, 
the third such mecting held by the Atlanta Chapter. Inasmuch as these 
articles were prepared and presented by men actively engaged in the 
internal auditing profession, they should be of intercst to all advanced 
accounting students approaching graduation. The idea of an annual Student 
Night meeting may also be of interest to other Chapters of Tue INstitTuTE. 


HISTORY AND BACKGROUND OF THE INTERNAL AUDITING PROFESSION 
By G. L. McClung, Sears, Roebuck and Company 


History of the Profession—The origin of internal auditing is not known. 
It was mentioned in a book by Monroe Kirkman published in 1877, wher« 
he said that the internal auditor is expected at all times to make use of all 
possibilities of his position for the protection of the interests of the com- 
pany. Railroads were probably among the first to recognize the need for 
internal auditing and to take the necessary steps to answer that need. 

Throughout its history, internal auditing has been introduced into many 
companies as a means of “locking the barn door after the horse has been 


stolen.” 


Internal auditing performs a dual role: one of which is acting as a part 
of managerial control, namely, a means of obtaining and maintaining con 
trol; while in the other role it serves as a means for measuring and evaluating 


results. 


History of the Institute—In 1941 Tuer INstirute or INTERNAL Aupt- 
roRS was organized by men actively engaged in the internal auditing activi 
ties of several leading corporations in recognition of the need for an ex- 
change of ideas, experiences, and practices relating to this important cot 
porate function. 

From a beginning of one chapter in New York City with a membership 


of around 50, Tue Institute has grown rapidly and now has a member- 
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ship of over 4,000, with 58 chapters. Of these chapters 44 are in the United 
States, four in Canada, and ten overseas.! Institute members represent 
more than 2,200 business affiliations, including most of the more important 


ndustrial corporations in the United States and Canada. 


At the outset of the organization, the concept of internal auditing sery 
ice was bounded primarily by matters of a financial nature. The broad 
concept of internal auditing service that now exists makes no distinction as 
between operating and financial management. There is no primary and sex 
ondary scope of activities. 


The growth in Tue INstirure has seen a corresponding increase in the 


literature of internal auditing. In 1940 not a single book was available on 
the subject, and very little other written material was to be found whicl 
dealt with the subject. In 1956 a bibliography of internal auditing literature 
was published, and the publications listed covered 107 pages. Since its 
organization, Tue INstTiTuTE has published 24 books which have bee 


distributed to its members. 


Tue Institute quarterly technical publication, The Internal Audi 
for, is mailed to all members and is available to nonmembers at the rate of 
$4 per year. The nonmember subscription list passed the 1,000 mark last 
year. It is mailed to Cyprus, Ethiopia, Sumatra, Taiwan, Tasmania, Egypt, 


lebanon and 40 other countries throughout the world. 


There is also a periodic News Bulletin mailed to members. This bulleti: 
keeps members informed of current INstiTUTE affairs, new members ad 


nitted by chapters, and notices of regional and international conferences 


On December 9, 1948, a group of eight men met with Arthur J. E 
Child, the national president at that time, at the Atlanta Athletic Club to 
discuss the formation of a chapter in this city. The national organizatior 
issued a charter to Atlanta on February 3, 1949; the original membership 
was 20. Now the chapter membership stands at about 58, representing 30 dif 
ferent companies. Tne Institute or INTERNAL AvupiTors has many bene 
fits to offer prospective members, one of the more important of which is 
the free exchange of ideas and experiences obtained by active participation 


in the month discussion sessions 


' These are the figures as of March, 1959 
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PERSONNEL REQUIREMENTS OF THE GOVERNMENT INTERNAL AUDITOR 
By John T. Bruer, U. S. Army Audit Agency 

Before an applicant for a position of any kind can be properly appraised, 
it is necessary to determine the type of work the applicant may be expected 
to perform. Therefore, a brief description of the work performed by the 
Army Audit Agency may be helpful to understand the basis on which 


applicants are selected. 


The Army Audit Agency audits all financial areas of the Department 
of the Army. Auditors appointed to positions in this agency will audit 
government contracts at the contractor’s place of business as well as the 
financial aspects of the many other diverse activities carried out by the 
Department of the Army. These audits involve the review of management 
controls, financial planning and execution, accounting systems and proce 
dures, and financial reporting in accordance with generally accepted audit- 


ing standards. 


It is believed that the applicant should be apprised of the work he will 
he expected to do, and it should be determined that he is interested in pet 
forming this kind of work. His attitude and desires for doing the work 
should be reasonable and sound. In other words, a most unlikely applicant 
would be a man who walks into the office and without much ado asks, “You 
don’t know nobody who don’t want nobody to do nothing?” Strange as it 
may seem, this or similar approaches are often made by nonprofessional 
men, or by persons who don’t particularly want a job but are forced to seek 
employment. 


After the applicant has satisfied us that he is desirous of doing the 


work, he should be thoroughly investigated and personally interviewed to 
determine his qualifications. This subject will be covered more specifically 
a little later, since the Army Audit Agency has a wide range of “auditor” 
positions and seeks applicants from two different sources. 


Following are some of the attributes expected of an applicant that 
would have general application to all levels of audit responsibility. The first 
is personal appearance. Since our auditors are required to visit contractors’ 
places of business and Army installations, and to deal with the top manage 

ment officials of contractors as well as high-ranking Government employees, 
it can readily be seen that an applicant’s or auditor’s personal appearanc: 
is of great importance. While these auditors are not expected to look as 

; 


though just having stepped out of a “Band Box” every hour of the day, it 
is expected and required that they be neat and businesslike in their attire. 


Experience has indicated that recommendations and opinions of a well 
dressed employee seem to carry more weight. 
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Next, particular attention is directed to the applicant's ability to express 
himself. Of course, an auditor-trainee is not expected to be able to do this as 
fluently or in as professional a way as the more experienced or in-charge 
auditor. However, self-expression is one of the most important attributes 
in the conduct of an audit, and an auditor must be able to clearly express 
himself when seeking information to complete his audit. He must be able to 
express himself clearly in the preparation of working papers and audit 
reports to render the maximum professional benefit to the organization 
which he serves. 


\n auditor is ¢ “pected to be alert at all times and to have the right atti 
tude with regard to the organization for which he works, his fellow em 
ployees, and the people whom he is auditing. He should be able to handle 


controversial matters with top management with complete poise, to remain 


calm and composed under trying conditions. 


As to technical ability, professional ingenuity, etc., requirements should 
differentiate between the two types of auditor positions—the trainee and the 


experienced auditor. 


The auditor trainee applicant is expected to have successfully com 
pleted four years of study as an accounting major (24 semester hours or 
six quarter hours in accounting and auditing subjects) from a member or 
associate member school of the American Association of Collegiate Schools 
of Business, or three years of progressive experience in professional 
accounting or auditing work. This work would involve the knowledge and 
application of generally accepted commercial accounting and auditing prin 
ciples. Education is sometimes substituted for experience on the basi f 
one year of study for nine months of experience. Most trainee auditors aré 
employed on the basis of education rather than experience. With this type 
of applicant, that is, the college graduate, such additional attributes as leader 
hip in college activities and memberships in fraternities are also considered 


in making selections. 


The more experienced type of auditor employed by the Army Audit 


Agency has had experience in public accounting, private industry, and other 


governmental agencies. Experience is the prime factor looked for with 
respect to this type of applicant’s technical ability. The evidence of a broad 
and diversified experience will determine the applicant’s ability to perform 
the duties of the position and grade for which he may be selected. The age 
and experience of the auditor will determine, to some extent, the weight 


that will be given to the educational background of the applicant. 
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TRAINING THE INTERNAL AUDITOR 
By Carl Schlossstein, U. S. Department of Agriculture 


The selection of a new auditor for our organization is not an easy task. 
Since a policy of promoting from within is followed, and since it takes con- 
siderable time for an auditor to become acquainted with the wide diversity of 
programs in our organization, it is necessary to select applicants with a 
minimum of experience but with great potential for development. 


After selection of the applicant whose qualifications seem best, based on 
his educational and practical experience, and after consideration of his per- 
sonality, alertness, aggressiveness, and willingness to get ahead through 
his own endeavors, considerable effort is taken to make good on the selec- 
tion. At this point there is already an investment of time in the new em- 
ployee, and if at all possible, steps are taken to assure that this investment 
will pay dividends and that the applicant will be developed into an expe- 
rienced auditor who will be a credit to our organization. 


To obtain the best results from a training program, the auditor trainee 
must be made to feei that he is an important part of the organization and 
that management is depending on him to report on the effectiveness of its 
operations. Each trainee undergoes an orientation period, during which 
time the new auditor studies the organization and learns how he fits into 
the over-all picture. He is informed of the personal conduct that is expected 
of him in the office. He is told of organizational duties and responsibilities 
and is acquainted with the types of audits performed. He is instructed con- 


cerning audit objectives, namely, to ascertain (1) whether the auditee is 
following authorized policies and procedures, (2) whether these authorized 


policies provide adequate protection of assets, and (3) whether there are 
opportunities for more efficient and economical operation. This orientation 
period will also include a look into audit procedures and how the audit pro- 
grams are developed. He will become familiar with the permanent files in 
those cases where permanent files exist and with the need for permanent files 
when not provided on future audits. 


During the orientation period the trainee’s concentration and the type of 
questions asked will be studied. Based on this observation a determination 
will be made of the type of audit in which the new auditor will first par- 
ticipate. The employee now gets down to more specifics. He studies the pro- 
gram that he is to audit. He studies the operating instructions pertaining 
to that program, and he studies prior audits made under that program. 


The next step in the training program is to assign the auditor to a review 
of the prior audit working papers. In this operation he makes mechanical 
checks ascertaining the accuracy of computations in the working papers. He 
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also checks figures from the working papers to the report. He has an op- 
portunity to observe working paper layout and techniques, noting that each 
schedule is properly headed, that the data tested are identified, that the per- 
centage of test is given and, most important, that any conclusions are care- 
fully worded. During this time the trainee also has an opportunity to 
observe and study the types of recommendations that are made and the 
manner in which they are stated. 


By now we will have become somewhat better acquainted with the new 
auditor, and he, in turn, has become better acquainted with us and our 
work. The next step in the training program is to assign the trainee to a 
specific audit under the direction of an experienced auditor. Here he will 
learn to develop technical phases of the job and will become acquainted with 
the specific permanent file that exists, if any. He will be required to study 
any prior audit report, and to observe the corrective action taken with 
respect to the findings and recommendations in that report. Instructions 
is 
informed that he is to be shown by example on the first audit, but on the 


will be given on how to prepare an audit program. Further, the trainee 


next similar audit he will be expected to handle the entire audit progr 


| pram 

under the scrutiny of an experienced auditor. 
Now the new staff member and the experienced auditor are ready to 
begin work at the auditee’s location. Here the new auditor is schooled is 


what is considered proper human relations with the auditee. He will, for 


instance, be shown how to be tactful and diplomatic in his approach, be 
friendly but not familiar. Auditors are required to abide by the auditee’ 
rules during office hours, such as lunch periods, coffee ot 


’ | lie ] 
" moKke preaks, 


safety rules. The trainee will learn to become a good listener ; 
sides in issues that may develop within the auditee’s organization. It 
be impressed upon him that he must obtain proper permission for 
to records, have patience, and express his gratitude to the auditee for any 
assistance or cooperation given. He will learn that criticism begets criti 


cism and that his approach must always remain constructiz 


During the training period, the new auditor will learn to evaluate b 
observation and to draw on experience. He will be shown by example how 
to refrain from asking questions until he can ask intelligent questions. He 
will be given an opportunity to observe how to properly draw out the audi 


tee’s personnel for solutions to particular problems at hand. He will b 
shown how to select transactions for test-checking under the 
cumstances. 

Finally, the audit work will be completed, and the tr 


t 


ainee will be given 
an introduction to report writing. He will observe how the experienced 
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auditor will choose the data for the report, how the conclusions stated in the 
working papers are used, how recommendations are developed and phrased, 
and to what extent the general format is followed for reporting on that 
particular program. In addition, he will have the opportunity to observe the 
final discussion of the findings with the auditee. The new auditor has now 
participated in a complete audit and is ready for another assignment. This 
time he will be the auditor and his work will be observed by the experienced 
auditor. 


At the conclusion of the training period, the experienced auditor has the 
responsibility of rating new employees on their performance. The rating 
criteria are auditing ability, analysis of his audit findings, the ability to make 
sound recommendations, and the ability to write a concise report. 


While the trainee-auditor is on this first assignment, the head office has 
been in touch with the experienced auditor and has followed the progress of 
the new auditor to find out at what point he can be expected to perform 
audits on his own for that particular program. This training technique is 
followed for approximately 25 different types of audits. 

Our organization is small compared to other internal audit departments 
in the government, and as a result, we recruit and train one auditor at a time. 
This policy is followed in the belief that the auditor’s advancement will show 
greater progress when he is individually tutored ; however, it is recognized 
that this may not be practicable in the case of larger organizations or where 


a larger number of trainees are employed. 


AUDITING TECHNIQUES 
By D. T. Noakes, J. P. Stevens & Company 


An article published some months ago about Charles M. White, the 
President of Republic Steel, told how he was concerned about the effect the 
development of atomic energy might have on the steel industry. To satis- 
fy this concern, management secured the services of a nuclear physicist 
from the Atomic Energy Commission. As a first assignment, the physicist 
was asked to determine what atomic energy would do to the blast furnace. 
But when the physicist asked the following questions about the blast fur- 
nace process, he was unable to obtain satisfactory answers even from those 
directly connected with the operation : 

1. Exactly what chemical reactions take place inside a blast furnace? 

2. What is the best temperature for the incoming air to ignite the coke? 
3. Willa constant flow of even temperature air increase the capacity of 


the furnace? 
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4. Could you apply the oil refinery’s technique of cracking to the pro 

duction of metal from iron ore? In cracking, substances are given 
up by the raw material at various stages by pinpointing exact heat 
temperatures, 
In a similar vein, he asked why coke is used in a blast furnace. Why 
not carbon monoxide or menthane, which could be obtained by gasi 
fying coal underground? In this way you would save the principal 
cost of coke, mining and transporting it in bulk. 


It may be surprising to find in the highly developed steel industry so 
many unanswered questions about a basic manufacturing process. You will 
find, however, that in many operations, processes are continued without 
question merely because they have been in effect within an industry for 


years and have become accepted practices. 


Now you may wonder what connection these questions and the above 
rticle have with comments on managerial audits. They portray two very 
important aspects of the managerial audit concept. 


They point out very clearly that fresh thinking in an old established 


area of a company ¢an develop some thought-provoking ideas 
2. They serve to illustrate that the fresh thinking does not have to 
riginate with an expert or old experienced hand in a particular ar 
Che indications in the foregoing article are that the nuclear physicist 


id no prior experience in the steel industry. But he was an expert 
the field of nuclear physics, and he was asking very pertinent 
questions about a process to enable him to utilize his expert knowl 

edge in a practical application 
Auditors are presumed to be experts in the field of control. Applying 
these control techniques to financial matters over the years has made 
accounting organizations one of the best controlled areas of business. There 
is no reason, then, why these control experts cannot impart their thinking 
to other areas of business. And that is what is being done in performing 
managerial audits. Internal auditors are reviewing any area where lack of 


control would be of major interest to management. 


Perhaps the first question to be answered then is how do we as audi 
tors extend our interests into other than strictly financial matters. The 
easiest and probably most common method is to increase the depth and 
breadth of almost any financial-type audit. Accept nothing at face value. 
For example, a very common financial-type audit would be performed in 
the accounts payable area. An audit review: in this area need not be con 


fined to looking at invoices for material purchases for just the financial-type 
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verification. With a little imagination, the audit test can be extended into 
an examination of procurement policies and the operation of the purchasing 
department. Similarly, a review of freight biils could involve a review of the 
over-all company traffic operations. 


Then you may ask, what do I do when I extend the scope of examination 
into these related areas. The answer is that you start asking questions 
related to the field in which you are the expert.—Control—What are com 
pany policies in this area? Are they adhered to? How does management 
know they are adhered to? What reports does management receive? Will 
such reporting effectively bring to management's attention any irregulari- 
ties? The scope might be extended even further. What about the company 
policies? Are they still good policies or have they been established piec« 
meal over the years with the result that effectiveness has been lost and there 
is a lack of coordination in the way they are administered. The depth and 
the breadth of this type of approach is limited only by the imagination of 
the auditor himself. 


Let me attempt to portray this idea with a specific approach we may 


use in our Own operation. 


[n our company, we have what is known as a labor realization report 
prepared weekly for departmental review by operating managers. Simply 
stated the report compares actual payroll costs with standard payroll costs. 
Each department has a standard complement of hands to produce a standard 
quantity of work. If the department produces the standard quantity, the 
production of that department times a unit cost will equal the payroll cost. 
If in a given week the department uses the standard complement of hands 
and produces more than the standard quantity, the departmental efficiency 
will be reflected on the labor realization report as a favorable variance. If, 
on the other hand, the production falls off without any curtailment of oper- 
ators or hands, the labor realization report will reflect an unfavorabk 
variance. 

Now by relating the payroll audit to this operating management report, 
it is possible to: 

1. [Emphasize tests in certain departments showing the major favorable 

or unfavorable variances 


V 


2. Verify, in the time saved by not making a 100 per cent clerical check 
of the payroll computations, that the operating management report 
has been correctly prepared 

3. Ascertain that the variances appearing on the labor realization report 

have been correctly analyzed and properly reported to operating 

management 
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4. Ascertain that operating management has taken some action on 
reported variances 

5. Review the variances for proper periods to see if any losses have 
existed in certain departments over a period of time, and ascertain 
what action if any was or is being taken to eliminate the losses 

6. See if the unit costs used in developing the “earned labor” in this 
report are related to the standard costs used for inventory and sell 


ing purposes 


This review thus far would have probably involved contact with the 
cost department and the standards department. While talking to the 
standards department personnel, it is possible to find out the bases on 
which were established the normal complement of hands and normal pré 
duction for some of the departments showing favorable variances. How 
long has it been since these operations were studied? Are the standards 
realistic ? Could increased effort reduce our standard cost materially ? What 
are the policies of our standards department in setting operating standards? 


Any one of the above questions could lead to a review of production 
reports and statistics or directly into the manufacturing operation. For, as 
questions are answered, the raw data on which the conclusions were based 
can be reviewed. To sum up this suggested review, this is what has beer 


accomplished : 
1. Adequate tests have been made to assure ourselves that the payroll 
has been properly prepared 

2. An operating management report has been used to select appropriate 
areas for audit tests. In so doing, we have become familiar with the 


format and purpose of this management report. 


3. The management report was then utilized to verify not only the 
payroll statistics but also the labor standards data. It was determined 
that the measurement management is using week after week is a 
good measurement of departmental labor efficiency and is directly 
related to reported profits of the company. 


Basically, this auditing technique is to utilize the normal or usual type of 
financial review to extend the work into a number of operations having 
financial implications. Nothing is accepted at face value. If the standard 
complement of hands for a given department is set at four, it is necessary to 
know why. What evidence did the budget or standards department have to 
conclude that four operators were required? We may not be able, as audi 
tors, to exercise as good judgment as the standards department on a given 
set of circumstances for such an operation, but we can certainly evaluat 
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whether the data used by the standards department was adequately con- 
trolled and up to date and hence constituted a reliable basis for opinions 


ind conclusions. 


Auditing payrolls in a strict financial sense can lead only to the con 
clusion that “the payroll department is operating efficiently and adhering 
to company policy.” Whereas, in the management type of audit it would 
he possible to conclude that “the measurements used by operating manage- 
ment for evaluating labor costs are adequate and those measurements 
related to the measurements of profits of the company.” 


AUDITING UNEMPLOYMENT COMPENSATION 
RECORDS 


-ourtesy of the Internal Audit Department, Bridgeport Brass Company 


In recent issues of Tur INTERNAL Auptrtor, the Student’s Department 
has included certain specimen programs pertaining to departmental “fea- 
ture’ examinations. These sample programs may be used as guides in 


extending the internal auditor’s scope of audit coverage. 


The following questionnaire-type program can be applied in the appraisal 


f unemployment compensation records. This program is related to a simila 


presentation pertaining to the audit of the personnel function which ap- 


peared in the March 1959 issue of the Tur INTERNAL Avupitor. Both of 
these programs were presented as discussion material at a technical session 
j Ar 


of the New York Chapter through the courtesy of the Internal Audit De- 


partment of Bridgeport Brass Company. 


QUESTIONNAIRE FOR USE IN MAKING AN AUDIT 

OF UNEMPLOYMENT COMPENSATION 

Does the company have an employee who is a specialist in the field 
of unemployment insurance laws, rules, and regulations 

\re the executives of the company currently informed of the amounts 

paid out 


n unemployment insurance taxes 
\re the company’s unemployment insurance reports audited or 


checked by a responsible employee before release to the proper 
] 


Is the company submitting unemployment insurance tax reports on 
time to avoid delinquency penalties. 


Are reports and statements received from State unemployment de 


partments checked for accuracy 
If State unemployment insurance laws permit an employer to mak« 
luntary contributions to obtain a more favorable merit rating, 


possible 


is the company taking advantage of this feature wherever 
Does the company make reasonable efforts to stabilize employment 
in order to keep the unemployment insurance tax expense as low 


possible 
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When it is necessary to add temporary or part-time workers to the 
payroll, does the company endeavor to employ individuals from 
whom it is unlikely that unemployment insurance claims will 
originate (¢.g. college students, etc.). 

Does the Personnel Department prepare and present to terminated 
employees a separation notice which clearly explains the circum- 
stances under which the termination took place. 

To reduce possible future protested claims, does the company advise 
each terminated employee whether or not he has a legitimate 
right to draw unemployment insurance benefits. 

When layoffs occur, does the company attempt to find suitable employ- 
ment for those affected in order to keep unemployment insurance 
benefit payments to a minimum 

When a person is given severance pay, is this fact shown on the 
separation notice in order to delay the date on which the ex 
employee will become eligible for collecting benefits under unem- 
ployment insurance laws. 

Upon being notified by State authorities that a claim has been made 
against the company by a former employee, does someone have 
the responsibility of checking to see that the claim is justified. 

In cases where it is felt that a claim is not justified, are the letters 
of protest clearly worded to show why the company is disputing 
the benefit payment. 

Does the company follow the policy of periodically checking on those 
individuals drawing unemployment insurance benefits to ascertain 
that efforts are being made to secure another position 

Does the company protest claims made by individuals who have been 
placed on the retirement rolls. 

Does the company maintain a detailed record showing unemployment 
insurance benefits paid and charged against its account 

Assuming that seniority and other factors do not enter into the picture, 
does the company first rehire those individuals drawing unemploy 
ment insurance benefits. 

When seeking new employees, has the company ever considered 
checking with State authorities to see if there are unemployed 
persons who would be available for employment 
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READINGS OF INTEREST 
TO INTERNAL AUDITORS 


THE FEASIBILITY STUDY FOR OFFICE AUTOMATION 
R. Hunt Brown, Automation Consultants, Inc. 
Published in Systems and Procedures, February 1959 
(4463 Penobscot Building, Detroit 26, Michigan) 


Electronic equipment can be a boon or an expensive disappointment. 
To avoid the latter, many companies undertake feasibility studies. 
Such studies can be conducted by an outside consultant alone or by 
a group from the company with a qualified consultant as advisor. The 
study itself includes a review of corporate operations on all levels. 


The author details the steps to be followed in making a systems 
survey, with the questions to be asked about all clerical operations. 
After a thorough systems study has been made, a systems process can 
be instituted. Questions must be asked about input and output 
information to help in determining the systems procedures for elec- 
tronic or integrated data processing. Other factors discussed which 
must be considered by the feasibility study team are review of avail 
able equipment, cost considerations, centralization versus decentral- 
ization. The author also presents points to be included in the report 
to management, the question of final selection of equipment and 
whether to rent or buy, testing the system, knowledge of programming, 
and the important human factor to be considered 


WHAT IS THE FUTURE OF THE ACCOUNTING PROFESSION? 
J. S. Seidman, Seidman and Seidman 

Published in The Journal of Accountancy, March 1959 
270 Madison Avenue, New York 16, N. Y. 


The American Institute’s committee on long-range objectives has been 
exploring many facets of the question : “Where do we want accounting 
to be in twenty years?” Three previous articles by members of the 
committee discussed the nature and significance of the accounting 
function, the role of the CPA, and the relationship between reliable 
accounting practices and small businesses 


The present article sets forth a wide variety of searching questions, all 
aimed at answering the main question of where should accounting be 
in twenty years, and how should it get there. The questions, covering 
such topics as principles, scope of work, structure of the profession, 
CPA vs. PA, ethics, and the role of the Institute, should provoke 
much discussion among all in the accounting profession 
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Subject: HOW DEFENSE CONTRACTORS CAN IMPROVE LIAISON 
WITH GOVERNMENT AUDITORS 
By: Roger R. Palmer, Electric Boat Division, General Dynamics Corp. 
Published in N. A. A. Bulletin, March 1959, Section 1 
505 Park Avenue, New York) 


The internal audit function must be separate from line operations in 
order to be fully effective. However, one area in which auditors could 
be of great assistance is in checking of government contracts to assure 
that the terms of the contract do not conflict with company accounting 
procedures. The government requires certain records and internal con 
trol procedures that the company must provide. Thus the sales or con 
tract department which negotiates and administers the contract shoul 
contact accounting and auditing groups before final signing of the cor 
tract 


1 


After the contract has become effective, its administration can be 
greatly facilitated through close coordination of the government and 
company audit staffs. Such coordination can help to assure that g 
ernment regulations are complied with without upsetting company 
audit procedures. In this article are discussed various ways in whicl 
the company auditor can serve as liaison between the company and thx 
government, including review of government audit findings, purpose 
and scope of the review, and review of overtime premium disallow- 
ances. The author feels that use of the audit group as liaison offers 
a solution for review and control of disallowances and saves time by 
eliminating duplicate audit effort 


Subject: DATA PROCESSING—1958 PROCEEDINGS 
By: National Machine Accountants Association 


Use of electronic data processing cquipment has increased at ar 
astounding rate over the past few years. With this rapid growth have 
come many problems, as some firms have met with great success and 


1 


others have experienced disappointment in the use of the new machines 


The National Machine Accountants Association is working to assist 


through dissemination of knowledge about equipment and its 

Latest of their publications is Data Processing, Proceedings of tl 
1958 NMAA Convention. Contained in this volume are papers pré 
sented at the convention and transcripts of three workshop seminars 
The 39 papers, talks, and speeches printed in this volume cover a 1 
range of subjects within the field of electronic data processing. I: 


cluded are discussions of the use of the equipment in specific industries 
and departments, uses of particular types of equipment, charts and 
graphs, and the problem of rental or purchase 


NMAA 


208 South Main Street 
Paris, Illinois 
Price $10.00. 412 pages 
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BUDGETING — PRINCIPLES AND PRACTICES 
Herman C. Heiser, Lybrand, Ross Bros. and Montgomery 


This book gives a comprehensive description, with a hypothetical 
company as an example, of the techniques and control factors in 
business budgeting. Beginning with the initial problem of profit plan- 
ning, the text and related example carry on through the organization 
of the budgeting function and the preparation of the budget. 


Part II, Budgeting for Control, and Part III], Budgeting and Control- 
ling Techniques, cover such topics as variations, flexible budgets and 
the means by which the various functions of business are budgeted and 
controlled. The complete coverage includes marketing and distribu- 
tion, research and development, capital expenditures and financial 
position. 

The Ronald Press Company 

15 East 26th Street 

New York 10, New York 

415 pages. Price $10.00 


BACKGROUND BOOKS 


With this issue we are starting a new feature in the “Readings” sec- 
tion. Ocassionally, books appear which, though not on auditing sub- 
jects, should be of great interest to internal auditors. The Editorial 
Committee has decided to bring these to the attention of our readers 
by having brief reviews. These first two are not new, although they 
have appeared within the last two years. We believe you will find 
them interesting to read and helpful in developing background for 
your work. 


PARKINSON’S LAW 
C. Northcote Parkinson, University of Malaya 


The law propounded by Professor Parkinson states that in any organ- 
ization the number of subordinates multiplies at a predeterminable 
rate regardless of the amount of work to be done. As also stated by 
Professor Parkinson, “work expands so as to fill the time available 
for its completion.” 


Parkinson's Law, developed in large part from the author’s expe- 
riences in the British War Office, explains the operation of the law 
and presents many startling principles of corporate behavior. The 
penetrating and ironic analyses of such common business adjuncts as 
directors, committees and supervisors are sure to bring to mind similar 
conditions and problems in the reader’s own experience. Written with 
beautiful style, keen insight and a sense of humor, this book should 
be of great interest to all engaged in business or government work. 


Houghton, Mifflin Company 
Boston, Massachusetts 
Price $2.40. 120 pages 
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Subject: WATCH YOUR LANGUAGE 
By: Theodore M. Bernstein, The New York Times 


Good writing, knowledge of grammar, careful use of words are of 
value to everyone, and particularly to internal auditors. Reports must 
be written clearly, concisely, and unambiguously if they are to give 
management the information it needs and present the auditor’s recom 
mendations with greatest force. Unfortunately, many of us know too 
little about the principles of good writing. 


Watch Your Language was written by the assistant managing editor 
of The New York Times. Included are quotations from “Winners and 
Sinners,” a series of reports Mr. Bernstein writes for the mem 
bers of the Times’ staff to point out examples of misuses and good uses 
of writing, a glossary of troublesome words and examples taken 
from the Times itself of good and bad usage, with explanations of 
the reasons behind proper usage. 


This book provides a valuable reference for all who write. It is 
also enjoyable reading, as Mr. Bernstein writes with a fine sense of 
humor. 

Channel Press 

Great Neck, New York 

Price $3.95. 276 pages 


WORTH NOTING 


C. P. A. Proptems: Compiete Review Course, 2 Volumes 
by Arnold W. Johnson and Evroul S. Germain, Allyn and Bacon, Inc., 150 Tremont 
Street, Boston 11, Massachusetts. Vol. 1—Price $6.95. 301 pages. Vol. 2—Solutions 
OpporTUNITIES IN ACCOUNTING 
by Raymond G. Ankers, Vocational Guidance Manuals, 1011 East Tremont Ave 
nue, New York 60. Price $1.65. 118 pages 
Tue Capita, Expenpiture Controt ProcramM 
N.A.A. Bulletin, March 1959, Section 3. National Association of Accountants, 505 
Park Avenue, New York. 








EMPLOYMENT SECTION 


This employment section is offered as a service to members and 
others who may be seeking employees or who may be interested 
in new employment. All replies should be addressed to the 
advertiser—if name is given—or addressed to The Institute 
of Internal Auditors, 120 Wall Street, New York 5, N. Y., with 


reference to the Box “E” number. Space rate upon request. 





“SENIOR AUDITOR 


Major corporation seeks top management oriented senior for Man- 
agement Audit staff. This position offers stimulating, challenging 
scope, professional growth and a career opportunity to the quali- 
fied candidate with senior level public and private experience. 


OUR PROGRAM —the emphasis is on imagination and ideas. 
The tool is “operational” evaluation of audited accounting data. The 
goal, operating improvements, cost reduction and motivating 
executive action through effective management reporting. 


Broad range of varied heavy industry production and distri- 
bution offers stimulating problems to the man with real imagina- 
tion and initiative. Position requires extensive travel (90%) within 
the U. S. and Canada from East Coast headquarters. 

Interested candidates please reply in confidence with a detailed 
resume outlining complete employment history and salary require- 
ments to: Box E-189. 








EMPLOYMENT WANTED 


\ 31-year-old Scandinavian with 4 years’ experience of internal 
auditing in a large company desires employment in an American or 
international company. Languages: English, German, Swedish, 


Danish, Norwegian and Finnish. Box E-190 
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Collections of Conference Papers 


OPERATIONS AUDITING 

Seventeenth Annual Conference—5 papers Price $1.50 
EARNING OUR OPPORTUNITIES 

Sixteenth Annual Conference—6 papers Price $1.50 
PROMOTING PROFESSIONAL PROGRESS 

Fifteenth Annual Conference—8 papers Price $1.50 


INTERNAL AUDITING FOR PROFIT 
Fourteenth Annual Conference—7 papers Price $1.50 


PROGRESS THROUGH SHARING 
Thirteenth Annual Conference—8 papers Price $1.50 








Transfer Binders — for The Internal Auditor 


Box Binder to Hold Eight Issues (two years) Price $3.00 
A circular describing Institute publicati will be sent upon request. Orders should 
be sent fo: THE INSTITUTE OF INTERNAL AUDITORS, 120 Wall Street, New York 5, N. Y. 
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Other Publications On Internal Auditing 
(Write to publisher for further information) 


INTERNAL AUDITING FOR MANAGEMENT 
by FRANK A. LAMPERTI and JOHN B. THURSTON 
Prentice-Hall—Englewood Cliffs, N. J. 


INDUSTRIAL INTERNAL AUDITING—by W. A. WALKER and W. R. DAVIES 
McGraw-Hill Company—330 W. 42nd Street, New York 18, N. Y. 


' BASIC INTERNAL AUDITING—by JOHN B. THURSTON 
International Textbook Company, Scranton, Pa. 


‘ INTERNAL CONTROL STANDARDS AND RELATED AUDITING PROCEDURES 
by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Wallston—39 Atlantic Street, Stamford, Conn. 


INTERNAL AUDITING—by VICTOR Z. BRINK and JAMES A. CASHIN 
Ronald Press—15 E. 26th Street, New York 10, N. Y. 


INTERNAL AUDITING—by W. W. BIGG and J. O. DAVIES 
Essential Books Inc.—1600 Pollitt Drive, Fair Lawn, N. J. 









































Publications of THE INSTITUTE OF INTERNAL AUDITORS 





INTERNAL CONTROL AGAINST FRAUD AND WASTE 
by BRADFORD CADMUS and ARTHUR J. E. CHILD 
Prentice-Hall—Englewood Cliffs, N. J. 


INTERNAL AUDITING IN INDUSTRY 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS Price $5.00 


INTERNAL AUDITING, PHILOSOPHY AND PRACTICE 
Edited by CHARLES J. FUE Price $2.50 
Brock and Wallston=-39 Atlantic Street, Stamford, Conn. 


CASE PROBLEMS IN INTERNAL AUDITING AND CONTROL 
by THE INSTITUTE OF INTERNAL AUDITORS 
Prentice-Hall—Englewood Cliffs, N. J. 


BIBLIOGRAPHY OF INTERNAL AUDITING 
Listings by subject and author 





Research Reports 
INTERNAL AUDITING IN 1957 Price $1.00 


INTERNAL AUDIT AND CONTROL OF A TRAFFIC DEPARTMENT Price $1.00 
HOW THE SMALLER BUSINESS UTILIZES INTERNAL AUDITING FUNCTIONS Price $1.00 
INTERNAL AUDIT AND CONTROL OF PAYROLL AND ACCOUNTS PAYABLE Price $1.00 
INTERNAL AUDITING AND ELECTRONIC DATA-PROCESSINGG MACHINES Price $ .50 
INTERNAL AUDIT AND CONTROL OF A PURCHASING DEPARTMENT Price $1.00 


ORGANIZATION AND OPERATION OF AN 
INTERNAL AUDITING DEPARTMENT Price $1.00 





Other Published Material 


INSTRUCTOR’S MANUAL FOR A COLLEGE COURSE 
IN INTERNAL AUDITING 


STATEMENT OF RESPONSIBILITIES OF THE INTERNAL AUDITOR 


THE FIELD OF INTERNAL AUDITING 
Descriptive booklet for Students 




















